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CHAPTER  1 

INTRODUCTION  AND  SUMMARY  OF  FINDINGS 

In  October,  1983,  the  Health  Care  Financing  Administration 
(HCFA)  introduced  a  new  prospective  payment  system  into  the 
Medicare  program  —  Diagnosis  Related  Groups  (DRG)  —  under  which 
hospitals  are  reimbursed  a  predetermined  amount  per  patient 
discharged  for  medical  services  provided  under  Part  A  (hospital 
insurance)  of  the  program.  Most  analysts  agree  that  this  change 
in  Medicare  reimbursement  represents  a  significant  shift  in  na- 
tional policy  ~  one  which  is  likely  to  extend  well  beyond  Medi- 
care. For  example,  some  analysts  view  DRG  prospective  payment  as 
a  force  that  will  lead  to  a  major  restructuring  of  the  hospital 
industry  and  the  way  in  which  health  care  is  paid  for  both  pub- 
licly and  privately  — ■  affecting  virtually  all  aspects  of  medical 
services  in  this  country.  It  is  not  surprising,  then,  that 
prospective  payment  (and,  in  particular,  DRG)  has  become  a  cen- 
tral focus  in  health-policy  and  cost-containment  discussions. 

Medicare  is  one  of  two  major  programs  that  provide  federally 
financed  health  care  to  large  segments  of  the  Nation's  popula- 
tion. Medicaid  is  the  other.  There  are  major  differences 
between  the  two  programs — for  example,  the  Medicare  program  is 
uniformly  administered  nationwide  by  the  federal  government  while 
the  state-administered  Medicaid  program  varies  in  important  ways 
from  state  to  state.  In  spite  of  their  differences,  the  two 
programs  have  had  considerable  influence  on  each  other's  policies 
and    operations  during  the  past  two  decades  of  growth  and  change. 

Given    the    close    relationship    between    the    Medicare  and 
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Medicaid  programs,  the  recent  implementation  of  DRG  in  Medicare 
now  prompts  analysts  to  ask:  will  state  Medicaid  programs  gravi- 
tate toward  prospective  payment,  perhaps  using  the  DRG  model  or 
some  variation  of  it?  How  will  Medicare's  adoption  of  a  prospec- 
tive payment  system  otherwise  affect  state  Medicaid  programs? 
Will  the  effects  of  Medicare  DRG  "spillover"  onto  the  Medicaid 
program  —  for  example,  in  shifting  of  costs  between  Medicare  and 
Medicaid,  or  in  terms  of  changes  in  State  Medicaid  costs  and 
administrative  practices,  changes  in  levels  or  types  of  services 
provided  to  patients  within  the  hospital  setting,  or  changes  in 
the  way  in  which  length  of  stay  (LOS)  is  monitored  for  Medicaid 
patients,  etc? 

The  purpose  of  the  study  described  in  this  report  was  to 
explore  these  and  other  questions  about  the  possible  effects  of 
the  Medicare  prospective  payment  system  on  the  Medicaid  program. 
In  late  1984,  we  reviewed  available  documents  and  held  discus- 
sions with  state  and  federal  Medicaid  officials,  federal  Medicare 
officials,  and  providers  and  representatives  of  provider  organi- 
zations .  We  sought  hard  information  where  answers  were  available 
and  informed  speculation  about  questions  for  which  it  was  too 
early  to  tell  for  sure.  Our  aim  was  to  identify  the  most  likely 
major  effects  of  Medicare  DRG  on  the  Medicaid  program. 

Exhibit  1 . 1  outlines  some  possible  ways  in  which  the 
Medicare  DRG  program  might  be  expected  to  influence  Medicaid 
program  policies,  practices,  and  cost  outcomes.  We  emphasize 
"might"  here  because  it  is  still  too  early  to  make  a  definitive 
assessment  and  generalize  about  actual  state  and  hospital 
behavior    and    the  implications  of  that  behavior  for    changes  in 
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volume  and  types  of  services  reimbursed  by  Medicaid.  The  net 
cost  changes  to  the  program  are  far  from  clear  at  this  point. 
Much  of  what  is  reported  here  is  informed  speculation,  but  we 
expect  that  soon  it  will  be  possible  to  assess  at  least  the 
short-term  effects  of  DRG  spillover  onto  Medicaid. 

As  suggested  in  Exhibit  1.1,  DRG  "spillover"  can  be 
described  as  influencing  Medicaid  expenditures  through  two 
sequences  of  events:  (A)  through  the  adaptive  behaviors  of 
hospitals  implementing  Medicare  DRG;  and  (B)  through  state-ini- 
tiated adoption  of  Prospective  Payment  Systems  (PPS)  for  Medicaid 
in-patient  hospital  care.  At  the  state  Medicaid  policy  level, 
prospective  payment  approaches  are  beginning  to  affect  directly 
how  some  states  determine  payment  for  services.  In  a  few  states, 
the  use  of  prospective  payment  in  Medicaid  has  preceded  the 
introduction  of  Medicare's  DRG;  but  in  many  others,  DRG  is  clear- 
ly catalyzing  state  attention  and  action  regarding  prospective 
payment . 

Some  state  Medicaid  Program  officials,  aware  of  the  cost- 
containment  incentives  under  prospective  payment,  have  already 
implemented  some  form  of  prospective  payment,  or  were  beginning 
in  late  1984  to  examine  possible  cost/benefits,  as  well  as  the 
feasibility,  of  implementing  DRG-based  reimbursement  systems. 
For  example,  as  of  October  1984  (the  cut-off  point  for  data 
collection  in  this  study) ,  New  Jersey,  Pennsylvania,  Utah,  Ohio, 
and  Washington  were  actively  committed  to  using  a  DRG-based 
financial  reimbursement  system  within  Medicaid.  There  is  addi- 
tional evidence  that  numerous  other  states  —  among  them  Minneso- 
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ta,  Michigan,  and  North  Carolina  —  were  considering  DRG  prospec- 
tive payment  as  a  serious  alternative  to  their  current  systems 
for  financing  in-patient  hospital  services. 

The  recent  state  trend  toward  PPS  to  reimburse  Medicaid 
costs  is  described  in  detail  in  Chapter  2.  Those  findings  can  be 
briefly  summarized  as  follows: 

•  As  of  October  1984,  3  3  states  and  one  territory  were 
using  some  form  of  PPS  to  reimburse  for  inpatient  hospi- 
tal services  under  Medicaid.  Eighteen  states  and  three 
territories  were  still  using  retrospective  payment  based 
on  "reasonable  cost." 

•  The  adoption  of  PPS  has  increased  rapidly  over  the  past 
several  years .  While  Medicare 1 s  implementation  of  DRG 
has  been  influential  in  this  development  among  the  state 
Medicaid  programs,  it  appears  that  general  pressure  to 
contain  costs  and  administrative  flexibility  provided  by 
recent  federal  legislation  were  more  powerful  influences 
on  the  state  Medicaid  trend  toward  PPS. 

•  As  of  October  1984,  the  most  common  form  of  PPS  was  the 
per  diem  model  (16  Medicaid  programs).  Four  programs 
were  using  a  DRG  model,  and  the  remaining  13  were  using 
per  admission,  per  case,  per  discharge,  budget  review, 
etc. 

•  For  the  most  part,  state  Medicaid  programs  have  been 
eclectic  in  the  development  of  their  PPS  and  have  made 
many  adaptations  of  basic  models  to  fit  unique  state 
circumstances.  No  two  systems  are  identical.  Even  among 
the  four  DRG  systems,  there  are  important  differences  in 
such  system  characteristics  as  classification  scheme, 
weighting  procedures,    degree  of  risk  sharing,  etc. 

At  the  hospital  level  —  the  other  major  area  in  which 
Medicare  DRG  can  be  expected  to  affect  the  Medicaid  program 
DRG  could  have  positive  or  negative  effects.  For  example,  to  the 
extent  that  hospitals  are  able  and  willing  to  extend  new  DRG- 
inspired  efficiencies  in  serving  Medicare  patients  to  all  pa- 
tients with  similar  diagnoses  and  service  needs,  Medicaid  will 
benefit  in  the  area  of  reduced  costs.  However,  to  the  extent 
that    quality  of  care  suffers  for  the  sake  of  efficiency  and  new 
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care  patterns  are  generalized  to  all  patients,  Medicaid  reci- 
pients will  suffer  too.  On  the  one  hand,  Medicaid  may  generally 
benefit  from  whatever  improvements  in  administrative  practices 
that  hospitals  make  (e.g.,  record  keeping,  billing,  etc.)  in 
order  to  meet  DRG  requirements.  On  the  other  hand,  Medicaid  may 
incur  increases  in  payments  for  costly  patients  and  services 
shifted  away  from  the  Medicare  system,  and  so  on.  The  dynamics 
of  possible  hospital  behavior  in  response  to  DRG  is  very  compli- 
cated and  as  yet  unclear;  as  such  their  potential  effects  on 
Medicaid  services  and  costs  are  uncertain. 

This  topic  is  explored  in  detail  in  Chapter  3 .  Findings 
with  respect  to  the  expected  effects  of  DRG  at  the  hospital  level 
can  be  summarized  as  follows: 

•  Hospitals  could  respond  to  Medicare  DRG  in  five  ways: 
(1)  devoting  increased  attention  to  reducing  length-of- 
stay  for  all  patients,  not  just  Medicare  patients;  (2) 
improving  the  efficiency  of  service  delivery  for  all 
patients;  (3)  shifting  Medicare  costs  to  other  patients, 
including  Medicaid  patients;  (4)  "dumping"  financially 
undesirable  patients  —  Medicaid  and  Medicare  ■ —  into 
the  care  of  public  hospitals ;  and  ( 5 )  manipulating  case 
mixes  to  provide  a  higher  return  on  costs. 

•  Hospitals '  need  to  change  policies  and  practices  in 
response  to  DRG  is  likely  to  vary  with  the  relative  size 
of  their  Medicare  caseload  and  the  extent  to  which  they 
were  already  operating  efficiently  prior  to  Medicare 
DRG. 

•  Hospitals '  ability  to  adapt  successfully  to  Medicare  DRG 
is  likely  to  be  influenced  by  several  factors,  includ- 
ing: private  vs.  public  ownership,  stringency  of 
Medicaid  reimbursement  policies  in  their  state,  opportu- 
nity to  specialize  and  collaborate  with  other  hospitals, 
ability  to  develop  long-term  care  alternatives  to  hospi- 
talization, ability  to  shift  loss-producing  patients  to 
other  hospitals,  ability  to  influence  physicians'  admit- 
ting and  treatment  practices,  etc. 

•  Medicaid  costs  could  be  expected  to  decrease  as  a  result 
of  DRG-induced  reduced  length  of  stay  and    increased  ef- 
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ficiency,  but  patient  outcomes  could  suffer.  Possible 
negative  outcomes  for  patients  include  increased  read- 
missions  due  to  premature  discharge,  increases  in  incor- 
rect or  delayed  diagnoses  due  to  curtailed  use  of  tests 
and  other  diagnostic  procedures ,  and  increases  in 
complications  due  to  reduced  attention  per  case  by  medi- 
cal personnel. 

•  Shifting  of  Medicare  patient  costs  onto  other  patients, 
including  Medicaid  patients,  and  "dumping"  unprofitable 
Medicare  cases  into  public  hospitals  would  increase  Med- 
caid  costs. 


6 


CHAPTER  2 

STATUS  OF  PROSPECTIVE  PAYMENT  SYSTEMS 
IN  STATE  MEDICAID  PROGRAMS 

This  chapter  contains  the  results  of  an  exploratory  review 
of  the  54  state  and  territorial  Medicaid  programs  in  order  to 
ascertain  how  many  use  prospective  payment  systems  (PPS)  for 
Medicaid  in-patient  hospital  reimbursement,  and  what  types  are 
currently  in  place.  The  review  included  discussions  with  offi- 
cials in  all  ten  HCFA  regions,  interviews  with  many  state  Medi- 
caid officials,  and  review  of  recent  reports,  documents,  and 
other  secondary  sources.  The  objective  was  to  identify  all  the 
states  with  a  Medicaid-involved  PPS  in  place  as  of  October  1984, 
and  to  develop  brief  descriptions  of  each  system  for  comparative 
purposes.  To  capture  the  complexity  and  diversity  of  individual 
systems,  detailed  descriptions  of  ten  individual  states  were  then 
developed. 

The  first  section  is  a  broad  overview  of  the  use  of  PPS 
throughout  the  nation.  Changes  over  time  and  the  influence  of 
Medicare  Diagnosis  Related  Groups  (DRG)  on  PPS  development  are 
discussed.  In  Section  2.2,  detailed  descriptions  of  ten  state 
PPS  approaches  are  provided,  following  a  comparative  review  of 
several  key  characteristics  of  those  systems. 

2.1      As    of    October    1984,     Two-Thirds  of    the    State  Medicaid 
Programs  Used    PPS    for  In-Patient  Hospital  Care 

As  of  October,  1984,  33  states  and  one  territory  were  using 
some  form  of  prospective  payment.  Eighteen  states  and  three 
territories  continued  to  use  the  Medicare  "reasonable  cost"  re- 
trospective   payment    approach    for    Medicaid- funded  in-hospital 
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care.  One  state  was  using  a  prospective  rate  setting  system,  but 
at  the  end  of  the  year  routinely  reimbursed  hospitals  whose  total 
costs  exceeded  the  rate  amounts. 

For  the  purposes  of  this  report,  a  state  PPS  had  to  include 
Medicaid  in-patient  hospital  reimbursement  to  be  counted  in  the 
PPS  column.  (South  Carolina,  which  had  a  PPS,  but  only  for 
nursing  home  services,  and  West  Virginia  and  Wisconsin,  whose  PPS 
did  not  include  Medicaid,  were  therefore  considered  non-PPS 
states.)  Further,  a  PPS  was  defined  as  having  the  three  charac- 
teristics outlined  in  HCFA/ORD's  October,  1982,  "Report  on  Hospi- 
tal Prospective  Payment  Systems  Mandated  by  Section  2173  of 
Public  Law  97-35."  According  to  that  report,  PPS  provides  hospi- 
tals with  an  explicit  set  of  payment  rates  (per  service,  per 
diem,  or  per  case)  or,  in  budget  review  systems,  with  implicit 
rates  for  the  same  units,  that:  (1)  are  determined  in  advance 
and  fixed  for  the  fiscal  period  in  which  they  apply;  (2).  are  not 
automatically  determined  for  any  individual  hospital  by  the  level 
or  pattern  of  its  present  or  past  incurred  costs  or  charges,  and 
(3)  are  generally  intended  as  payment-in-full  for  the  specified 
unit  of  service. 

The  most  problematic  yet  the  most  important  of  these  fea- 
tures is  the  third.  Systems  vary  widely  in  terms  of  how  strin- 
gently hospitals  are  held  to  the  prospective  rates  when  actual 
costs  exceed  them.  In  many  systems,  adjustments  are  made  at  the 
end  of  the  rate  year  and  hospitals  are  reimbursed  for  additional 
costs,  but  this  is  usually  on  a  partial  and  case-by-case  basis. 
Automatic    and  full  adjustment  systems  were  not  counted  as  PPS  in 
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this  review. 

The  HCFA  report  also  defined  PPS  as  allowing  hospitals  to 
keep  all  or  some  portion  of  the  difference  between  the  rate  and 
actual  costs  (when  the  cost  is  lower).  A  few  state  programs  that 
require  hospitals  to  reimburse  the  state  if  actual  costs  are 
lower  than  the  prospectively-set  flat  rate  —  Georgia,  for  exam- 
ple —  were  retained  in  this  current  count  of  Medicaid  PPS. 

Preliminary  efforts  to  apply  precise  definitions  and  cate- 
gorize the  various  forms  of  PPS  have  been  difficult,  not  only 
because  change  is  very  common  among  the  54  systems,  but  also 
because  almost  every  system  is  a  unique  combination  of  features 
for  which  there  are  no  standard  definitions  or  common  use  of 
terms . 

The  adoption  of  prospective  payment  has  increased  quite 
rapidly  over  the  past  few  years,  as  indicated  in  Exhibit  2.1. 
According  to  the  October,  1982,  HCFA  report,  only  14  of  the  50 
states  had  PPS  in  operation  as  of  April  of  that  year.  Fourteen 
months  later,  the  number  had  climbed  to  20,  and  then  16  months 
later  to  33. 

2 . 2  Medicare  DRG  Has  Apparently  Had  Some  Influence  on  State 
Medicaid  PPS ,  But  Recent  Legislated  Changes  and  General 
Cost  Containment  Pressure  Appear  to  Have  Been  More  Powerful 
Influences 

While  there  has  been  a  surge  of  PPS  adoption  coincident  with 
the  implementation  of  Medicare  DRG,  it  appeared  from  our 
discussions  with  state  and  regional  officials  that  the  states' 
PPS  activity  has  been  primarily  a  response  to  general  cost  con- 
tainment pressures,  and  the  increased  ability  of  the  States  to 
modify    their  systems  as  provided  for  in  recent  federal  legisla- 
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Exhibit   2.1:     Prospective  Payment   in  State  Medicaid  Programs  — 

Changes  Over  Time 


April  '821 


June  '832 


October  '84' 


PPS  14 

Per  Diem  6 
DRG 

Per  Admission  1 

Per  Case  1 

Per  Discharge  1 

Rate  of  5 
Increase  Control 

Budget  Review 
and  Other 

Retrospective  36 

Total  50 


20 

11 


30 
50 


33 

16 
4 
2 
1 
1 
1 

8 

17 
50 


*  "Report  on  Hospital  Prospective  Payment  Systems  Mandated  by 
Section  2173  of  Public  Law  97-35,"  DHHS/HCFA/ORD,  October,  1982. 

2  Tom  Fulda,  "Medicaid  Hospital  Reimbursement  Fact  Sheet," 
ORP/DARS,   circa  October,  1983. 


*     Discussions,   document   review:     September-October,  1984. 
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tion.  The  PPS  movement  may  have  been  facilitated  by  the  federal 
lead,  but  it  existed  before  the  recent  changes  in  Medicare. 
Several  states  had  already  adopted  a  PPS  or  were  considering  it 
long  before  DRG  was  begun  in  Medicare  in  late  1983.  Some  have 
been  using  PPS  approaches  since  the  early  and  mid-1970s. 

All  federal  and  regional  administrators  with  whom  we  spoke 
agreed  that  the  prime  motivating  force  behind  the  trend  toward 
PPS  has  been  cost  containment,  an  attempt  to  maintain  in-hospital 
care  costs  at  a  level  which  the  states  can  still  afford.  Often 
the  cost  containment  issue  is  closely  linked  to  state  budgetary 
problems.  If  state  governments  have  a  significant  budgetary 
problem  —  that  is,  they  are  "fiscally  strapped"  in  the  words  of 
one  administrator  ~  then  they  are  more  likely  to  turn  to  PPS  as 
an  alternative  for  reducing  Medicaid  budget  increases.  One 
regional  administrator  noted  that  PPS  has  given  states  the 
ability  to  "reshuffle  the  deck,"  to  reduce  Medicaid  costs 
where  it  would  be  impossible  to  introduce  significant  budgetary 
changes  under  the  existing  payment  system  for  in-patient  hospital 
services . 

State  efforts  to  contain  Medicaid  costs  have  been  greatly 
facilitated  by  increased  flexibility  in  reimbursement  policy 
provided  by  recent  federal  legislation.  Changes  undertaken  by 
Congress  in  the  past  three  years  have  had  two  general  themes. 
First,  Congress  has  moved  to  increase  substantially  the  states' 
flexibility  in  determining  the  structure  and  policies  of  their 
Medicaid  programs  with  the  expectation  that  they  will  use  this 
flexibility  to  help  control  costs.     Second,  Congress  has  mandated 
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several  direct  changes  to  the  program,  including  a  reduction  in 
the  rate  of  Federal  financial  participation,  to  slow  the  cost 
spiral.  Although  some  of  the  recent  changes  constrain  state 
options  and  add  to  program  costs,  the  overall  emphasis  of  recent 
federal  legislation  has  been  on  state  flexibility  and  cost  con- 
tainment. 

The  three  legislative  initiatives  that  have  had  the  most 
influence  on  the  present  shape  of  the  Medicaid  program  are  the 
Omnibus  Budget  Reconciliation  Act  of  1980  (OBRA  1980),  the 
Omnibus  Budget  Reconciliation  Act  of  1981  (OBRA  1981),  and  the 
Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA). 

The  Omnibus  Budget  Reconciliation  Act  of  1980  (P.L.  96-499) 
introduced  the  first  round  of  major  Medicaid  changes.  This 
legislation  replaced  "reasonable  cost"  as  the  basis  for  reimbur- 
sing Intermediate  Care  Facilities  (ICF)  and  Skilled  Nursing  Faci- 
lities (SNF)  with  reimbursing  according  to  rates  which  are  "rea- 
sonable and  adequate  to  meet  the  costs  which  must  be  incurred  by 
efficiently  and  economically  operated  facilities."  Other  provi- 
sions included  safeguards  to  discourage  transfer  of  assets  by 
hospitals  and  allowing  "swing-bed"  arrangements  in  rural  hospi- 
tals . 

The  passage  of  the  Omnibus  Budget  Reconciliation  Act  of  1981 
(P.L.  97-35)  strongly  demonstrated  the  federal  government's 
concern  for  the  rapid  escalation  in  government  expenditures  for 
medical  care  for  the  elderly  and  poor.  Section  2161  required 
reduction  of  federal  financial  responsibility  under  Title  XIX 
programs  (Medicaid).  In  addition,  to  compensate  for  this 
reduction    in    financial  responsibility,     OBRA    extended  greater 
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flexibility  to  states  in  methods  for  making  Title  XIX  payments  to 
hospitals . 

Section  2173  of  the  1981  Omnibus  Budget  Reconciliation  Act 
deleted  requirements  that  reimbursement  for  in-patient  hospital 
services  be  on  a  reasonable  cost  basis.  Under  that  law,  hospital 
services  under  Medicaid  were  to  be  reimbursed  according  to  rates 
that  the  state  assures  are  reasonable  and  adequate  to  meet  costs 
that  efficiently  and  economically  operated  facilities  must  incur 
to  provide  care  in  conformity  with  applicable  State  and  Federal 
requirements  and  quality  and  safety  standards.  The  statute  also 
required  that  methods  and  standards  used  to  determine  payment 
rates  must  take  into  account  the  situation  of  hospitals  serving  a 
disproportionate  number  of  low-income  patients  with  special  needs 
and  provide  that  reimbursement  for  patients  receiving  an  inappro- 
priate level  of  care  will  be  made  at  lower  rates.  Payment  rates 
must  also  be  adequate  to  assure  that  recipients  have  reasonable 
access  to  care  of  adequate  quality. 

States  must  provide  for  uniform  cost  reporting  and  periodic 
audits.  The  regulations  (42  CFR  447.255)  require  States  to 
submit  other  related  information  including  estimated  average 
payment  rates  and  the  impact  of  these  rates  on  availability  of 
services,  type  of  care  furnished  and  extent  of  provider  partici- 
pation. Finally,  the  regulations  (42  CFR  474.272)  establish 
upper  limits  on  payment  rates  for  in-patient  hospital  services 
under  Medicaid  which  are  no  higher  than  would  be  paid  for  such 
services  using  Medicare  principles  of  reimbursement. 

TEFRA's  effects  on  the  Medicaid  program,    while  less  exten- 
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sive,  were  still  important  and  continued  to  emphasize  cost  con- 
tainment. For  example,  TEFRA  introduced  "nominal"  co-payments  on 
certain  mandatory  services  for  specified  groups  of  the  categori- 
cally needy.  Co-payments  were  prohibited,  however,  in  certain 
important  areas,  such  as  emergency  services,  family  planning 
services,  and  pregnancy-related  services. 

Although  the  growing  need  to  contain  costs  and  the  increased 
flexibility  provided  by  recent  federal  legislation  appear  to  have 
been  the  two  most  powerful  influences  on  states'  movement  toward 
Medicaid  PPS,  Medicare's  introduction  of  PPS  is  also  viewed  as  a 
motivating  factor.  According  to  one  administrator,  Medicare  DRG 
provides  an  established  methodology.  Another  regional  official 
noted  that  states  are  likely  to  follow  the  line  of  least 
resistance.  For  example,  in  at  least  one  state  a  major  factor  in 
the  selection  of  a  DRG-based  system  was  that,  since  the  hospitals 
are  already  adjusting  to  the  federal  DRG  system,  the  adoption  by 
the  state  of  a  similar  system  would  mean  that  hospitals  would 
have  to  make  only  one  major  adjustment  instead  of  two. 

Although  states  are  generally  unlikely  to  adopt  prospective 
payment  merely  in  order  to  be  in  line  with  Medicare,  the  DRG 
system  has  created  a  clear  precedent  and  model  that  prompts 
consideration.  Many  states  have  been  willing  at  the  minimum  to 
invest  resources  in  the  form  of  a  commission  or  task  force,  to  do 
one  or  more  of  the  following:  (1)  monitor  effectiveness  of 
Medicare  DRG,  (2)  examine  the  possible  application  and  implica- 
tions of  Medicare  DRG  on  the  state ,  and  ( 3 )  begin  drawing  up 
contingency  plans  for  establishing  PPS.  In  fact,  officials  in 
some    states  indicated  that  they  were  waiting    for  demonstrative 
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results  from  Medicare  DRG  before  making  a  decision  about  PPS. 

In  October,  1984,  four  states  were  using  DRG  systems.  They 
are  New  Jersey,  Ohio,  Utah,  and  Pennsylvania. ( 1 )  Washington 
planned  to  implement  DRG  in  November,  1984,  and  Michigan,  Oregon, 
and  Connecticut  were  planning  to  adopt  it  in  1985.  Several  other 
states  were  considering  DRG  but  were  taking  a  "wait  and  see" 
attitude  for  the  time  being  (e.g.,  North  Dakota,  South  Dakota, 
Nebraska  and  New  Mexico ) . 


2 . 3    Per  Diem  Remains  the  Predominant  PPS  Unit  of  Payment 

Exhibit    2.1  also  details  at  a  gross  level  the  types  of  PPS 
in  use  over  time.     The  dominant  type  of  PPS  in  use  in  1982,  1983, 


(1)  "Diagnosis -Related  Groups"  (DRG)  is  a  system  of 
classification  of  medical  diagnoses  on  the  basis  of  clinical 
consistency  and  similar  resource  use,  developed  at  Yale 
University  for  use  in  reform  of  Medicare  expenditure.  This 
classification  system  is  not  in  itself  a  method  for  determining 
prices,  but  rather  a  tool  to  be  used  in  a  pricing  system.  For 
the  purposes  of  this  paper,  our  definition  of  a  DRG-based 
prospective  payment  system  includes  the  following  factors s 

—  use  of  the  Yale  University  case  classification  system; 

~  use  of  a  relative  value  scale  to  relate  resource 
consumption  of  the  individual  DRG  classifications  to  each 
other ; 

— ■  use  of  a  case-mix  index  to  reflect  the  relative  frequency 
of  discharges  among  hospitals;  and 

~  use  of  these  factors  to  determine  pricing,  along  with  an 
adjusted  average  price  or  cost  per  case. 

This  definition  includes  four  states:  New  Jersey,  Ohio, 
Pennsylvania,  and  Utah;  even  though  their  pricing  systems  are  all 
very  different,  they  share  these  common  factors.  It  does  not 
include  states  such  as  Maryland,  which,  although  it  uses  the  DRG 
classifications  for  setting  utilization  limits,  does  not  use  DRG 
for  determining  the  rate  of  payment. 
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and  1984  was  the  per  diem  approach,  which  limits  hospitals  to  a 
maximum  charge  per  day  of  service  provided.  In  late  1984,  .at 
least  16  (or  almost  half)  of  the  33  state  PPS  programs  involved 
per  diem  as  the  unit  of  prospective  payment,  while  only  four  had 
adopted  a  DRG  model.  The  others  appeared  to  be  divided  among  per 
diem,  budget  review,  and  a  variety  of  other  approaches.  These 
are  far  from  exact  or  mutually  exclusive  categories  since  many 
states  have  been  very  eclectic  in  the  development  of  their  sys- 
tems. We  used  these  gross  labels  primarily  in  order  to  compare 
this  update  with  the  1982  and  1983  descriptions  of  previous 
reviewers.  Per  diem  was  the  basic  unit  of  payment  in  approxi- 
mately half  the  existing  PPS  programs  in  those  two  years  as 
well. (1) 

Some  per  diem  systems  include  different  rates  for  different 
types  of  services;  some  include  length  of  stay  limits.  While  a 
large  number  of  states  are  using  a  per  diem  unit  of  prospective 
payment,  this  approach  may  give  ground  in  the  future  to  the  DRG 
method,  once  that  approach  has  had  time  to  demonstrate  its  effec- 
tiveness in  containing  costs. 

2.4  Synopsis  of  State  PPS.  Exhibit  2.2  presents  a  very  brief 
description  of  the  PPS  in  each  of  3  3  state  and  one  territorial 
Medicaid    programs  as  of  October,     1984.      The  exhibit  groups  the 


(1)  Several  PPS  that  at  first  were  labeled  rate  of  increase 
control  were  later  placed  in  the  per  diem  or  another  of  the 
categories,  because  they  involved  the  use  of  a  specific  type  of 
unit  of  payment.  For  this  reason,  the  apparent  change  over  time 
in  the  number  of  Rate  of  Increase  Control  systems  from  five  to 
six  to  one  more  likely  reflects  a  change  in  descriptions  applied 
from  one  review  to  the  next. 
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states  by  unit  of  payment.  It  also  includes  a  brief  description 
of  each  system,  which  payers  are  covered,  the  extent  of  risk- 
sharing  by  the  providers,  and  any  future  plans  or  relevant  com- 
ments. (1)  (In  order  to  demonstrate  the  diversity  and  complexity 
of  such  systems,  the  next  two  sections  of  this  chapter  provide 
information  on  ten  specific  state  Medicaid  prospective  payment 
systems . ) 

Finally,  given  the  definition  of  PPS  used  in  this  study,  20 
states  and  territories  were  not  using  a  prospective  payment 
strategy  for  in-hospital  cost  containment  in  late  1984.  All 
these  states  continued  to  use  the  standard  Medicare  retrospective 
"reasonable  cost"  payment  system  with  the  exception  of  Connecti- 
cut, which  had  a  "prospective"  system  that  involved  no  real  risks 
to  hospitals  that  incurred  costs  above  the  prospective  rates. 
These  states  and  territories  are  as  follows: 

•  Arkansas  (desired  a  PPS,  but  no  action  yet) 

•  Connecticut  ( had  a  prospective  rate  based  on  hospitals ' 
historical  costs,  but  hospitals  were  reimbursed  at  the 
end  of  the  year  for  costs  that  exceeded  the  rates) 

•  Delaware 

•  Hawaii  (A  proposal  to  establish  PPS  for  acute  and  long- 
term  care  facilities  was  rejected  by  the  regional 
Medicaid  office  on  grounds  that  cost  reimbursement 
would  be  more  efficient;  rates  were  frozen  for  FY  85 
and  the  state  planned  to  study  PPS  for  future 
implementation. ) 


(1)  By  risk-sharing,  we  are  referring  to  the  part  of  the  cost 
of  delivering  care  that  is  not  covered  by  the  rates,  budgets,  or 
ceilings  set  by  the  state.  If  the  cost  of  delivering  care  is 
above  the  per  diem  or  the  rate,  some  states  make  an  adjustment  in 
order  to  pay  the  hospital  part  of  the  cost  of  care,  while  others 
make  no  adjustments  and  hospitals  are  forced  to  absorb  all  of  the 
difference. 
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•  Indiana 

•  Louisiana  (was  considering  PPS,  but  no  action  yet) 

•  Montana 

•  New  Hampshire 

•  New  Mexico  (was  interested  in  DRG,     but  felt  it  was  not 
easily  adaptable  to  Medicaid) 

•  North  Dakota  (was  considering  DRG) 

•  South    Carolina  (had  a  PPS,     but  only  for  nursing  home 
services) 

•  South  Dakota  (was  considering  DRG) 

•  Texas  (did  not  think  PPS  would  be  worth  the  effort) 

•  Vermont 

•  West  Virginia     (had  a  PPS,  but  it  did  not  include  Medi- 
caid; the  state  intended  to  include  all  payers  by  1986) 

•  Wisconsin     (used  a    PPS,  but  the  system  did  not  involve 
Medicaid) 

•  Wyoming  (has  inquired  about  a  state  rate  commission) 

•  District  of  Columbia 

•  Puerto  Rico  (wanted  a  PPS,  but  no  action  yet) 

•  Virgin  Islands. 

2 . 5      Overview  of  Ten  State  Medicaid  PPS  Initiatives 

The  ten  state  Medicaid  PPS  initiatives  described  in  this 
section  illustrate  current  trends  toward  PPS,  as  well  as  the  wide 
range  of  alternatives  being  used  by  state  programs.  These  state 
plans  were  selected  to  reflect  the  diversity  of  PPS  initiatives, 
as  well  as  some  of  the  most  recent  developments.  For  example, 
four  states  —  Ohio,  Pennsylvania,  Utah,  and  Washington  —  are 
profiled  because  they  have  recently  implemented  or  are  about  to 
implement    DRG-based    systems.      At    the    same    time    that  these 
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descriptions  of  DRG-based  initiatives  point  to  the  influence  of 
Medicare  PPS  on  Medicaid,  they  also  highlight  the  ways  in  which 
the  Medicare  model  has  been  modified  to  meet  particular  state 
conditions.  Similarly,  we  selected  some  states  to  illustrate 
other  types  of  prospective  payment  systems  —  budget  review  and 
rate-setting,  selective  contracting,  and  revenue  caps. 

The  ten  descriptions  are  based  on  interviews  with  HCFA 
federal,  HCFA  regional  and  state  Medicaid  administrators,  as  well 
as  a  review  of  available  documents  (e.g.,  state  plan  descriptions 
and  regulations,  recent  contract  studies,  journal  articles  on 
PPS,  the  National  Governors  Association's  tracking  system,  and 
reports  from  hospital  associations ).( 1 )  The  extent  of  detail  and 
types  of  evidence  collected  varies  across  states,  depending  upon 
the  type  of  initiative  and  availability  of  information. 

Exhibit  "2.3  provides  an  overview  and  comparison  of  key 
elements  of  each  of  the  ten  state  PPS  initiatives.  This  exhibit 
contains  the  following  informations  (1)  brief  description  of  the 
PPS  initiative;  (2)  year  the  current  PPS  initiative  was 
implemented;  (3)  types  of  payers  included  in  the  initiative  (e.g. 
Medicaid-only,  all  payers,  etc.);  (4)  agency/commission  charged 
with  administering  the  initiative;  (5)  whether  participation  and 
compliance  are  mandatory  for  providers  of  services  to  Medicaid 
patients;  (6)  the  prospectively  set  unit  of  payment;  (7)  the 
extent    to  which  the  initiative  involves  risk  sharing  on  the  part 


( 1 )      Documents  reviewed  are  listed  at  the  end  of  this  chap 

ter . 
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of  the  health  care  provider;  (8)  the  extent  of  controls  over 
utilization  (e.g.,  length  of  stay  (LOS),  review  of  service 
levels,  readmission,  etc.);  (9)  types  of  allowable  costs  within 
the  PPS  formula  (particularly  relating  to  capital  costs);  (10) 
types  of  providers  or  departmental  units  excluded  from  the 
methodology;  (11)  retroactive  and/or  annual  adjustments  to 
provider  payments  (especially  for  inflation,  volume  adjustments, 
and  case-mix);  (12)  types  of  groupings  of  hospitals/providers 
(particularly  in  terms  of  peer  groupings);  (13)  future  plans  and 
proposals  for  development  of  the  state's  initiative;  and  (14) 
other  relevant  notes /comments  on  the  PPS  initiative. 

A  comparison  across  each  of  the  key  elements  of  the  state 
PPS  initiatives  underscores  the  hybrid  nature  of  Medicaid 
prospective  payment  systems.  This  extensive  variation  is 
explained  in  part  by  the  flexibility  extended  to  states  in 
administering  Medicaid,  as  well  as  by  the  unique  conditions  and 
problems  found  within  each  state.  For  example,  as  shown  in  the 
individual  state  descriptions  below  (Section  2.6),  the  underlying 
influences  and  interests  involved  in  the  development  of  the 
Massachusetts  prospective  revenue  cap  system  and  the  California 
contracting  system  were  very  different.  In  Massachusetts,  the 
business  community,  hospital  industry,  and  major  payers  (e.g. 
Blue  Cross /Blue  Shield)  were  substantially  involved  in  setting  up 
the  prospective  revenue  cap  and  strongly  endorsed  this  system. 
In  California,  the  hospital  industry  and  business  community  did 
not  substantially  contribute  to  the  development  of  the  selective 
contracting  system,  which  is  built  around  a  competitive  bidding 
and    negotiation  process  that  pits  providers  against  each  other, 
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and  consequently  actively  opposed  the  initiative.  As  a  result, 
the  mechanics  of  these  two  systems    provide  strong  contrasts . 

Four  models  emerge  from  the  "basic  descriptions"  of  the  ten 
state  PPS  initiatives  profiled  in  Exhibit  2.3:  (1)  DRG-based  PPS 
initiatives  (e.g.,  Ohio,  Pennsylvania,  Washington,  and  Utah);  (2) 
prospective  rate-setting  and/or  budget  review  (e.g.,  Oklahoma, 
Maryland,  Michigan  and  Illinois);  (3)  selective  provider  con- 
tracting (e.g.,  California);  and  (4)  prospectively  determined 
revenue  cap  (e.g.,  Massachusetts). 

Since  the  development  of  the  DRG  classification  system  and 
the  implementation  of  this  form  of  PPS  in  New  Jersey  and  in  the 
federal  Medicare  program,  the  DRG-based  model  is  being 
increasingly  adapted  to  state  Medicaid  programs.  The  four  DRG- 
based  systems  that  are  highlighted  in  this  section  illustrate  not 
only  the  willingness  of  states  to  draw  upon  the  DRG  methodology, 
but  also  the  perceived  need  to  adjust  this  methodology  to  the 
conditions  within  each  state.  The  models  in  each  of  these  states 
differ  from  the  federal  Medicare  model  and  from  each  other.  For 
example,  Utah,  like  Ohio  and  Pennsylvania,  uses  the  Yale  DRG 
classification  system.  However,  unlike  Pennsylvania  and  Ohio, 
Utah  first  uses  the  Medicare  DRG  relative  weights  to  establish 
pricing  and  then  employs  Medicaid  claims  data  to  reduce  actual 
payment  rates.  Ohio  and  Pennsylvania  use  state-specific  weights 
to  determine  payment  rates.  These  three  systems  also  differ 
substantially  in  such  areas  as  provider  risk  sharing,  utilization 
controls,  types  of  facilities  excluded  and  peer  groupings. 

The  DRG-based  PPS  model,    while  increasing  in  importance,  is 
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not  the  only  or  even  the  predominant  prospective  payment  model 
now  in  existence  in  state  programs.  Many  states,  such  as 
Maryland,  Illinois,  Oklahoma,  and  Michigan,  have  developed 
complex  rate-setting  and  budget  review  systems  which 
prospectively  establish  rates  per  unit  of  service,  per  day,  or 
per  discharge.  A  good  example  of  this  approach  can  be  found  in 
the  thirteen-year-old  prospective  rate-setting  and  budget  review 
system  in  Maryland.  The  Maryland  system  uses  a  quasi-public 
utility  approach  to  hospital  rate-setting,  under  which  rates  are 
prospectively  set  and  then  adjusted  for  inflation,  volume  changes 
and  pass-through  costs.  An  independent  commission  appointed  by 
the  governor,  the  Health  Services  Cost  Review  Commission,  is 
responsible  for  overseeing  development  of  the  hospital-specific 
prospective  rates. 

A  third  approach  to  prospective  payment  involves  selective 
contracting.  The  most  important  example  of  this  reimbursement 
form  is  the  Medi-Cal  program  in  California.  Under  this  system,  a 
state  commission  contracts  with  hospitals,  county  health  systems, 
HMOs,  and  private  insurers  for  the  provision  of  pre-paid,  in- 
patient medical  services  for  the  Medi-Cal  eligibles.  The  prices 
are  arrived  at  by  negotiations  and  competitive  bidding.  A 
primary  objective  of  this  form  of  reimbursement  is  to  introduce  a 
level  of  competition  between  providers  with  respect  to  price  of 
in-hospital  services. 

In  strong  contrast  to  the  selective  contracting  of  the 
California  system  is  a  fourth  major  PPS  model:  the  prospective 
revenue  cap  system  found  in  Massachusetts.  Under  this  type  of 
prospective    system,      a    revenue    cap    is    negotiated    for  each 
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hospital.  Each  payer  is  then  responsible  for  the  proportion  of 
the  hospital  revenues  that  correspond  to  the  proportion  of 
hospital  services  used  by  the  payer ' s  subscribers . 

In  Exhibit  2.3,  the  "year  of  implementation"  refers  to  the 
date  in  which  the  current  PPS  initiative  went  into  effect. 
Across  the  profiled  states,  there  has  been  considerable  activity 
with  respect  to  reimbursement  systems,  with  all  the  states  having 
introduced  structural  changes  in  reimbursement  since  1980. 
However,  it  is  important  to  note  that  many  of  the  states  profiled 
in  this  section  have  been  using  some  form  of  PPS  since  the  early 
1970s.  Perhaps  the  most  notable  of  the  recent  changes  in  the  ten 
states  illustrated  here  is  the  development  of  DRG-based  systems. 
Ohio,  Utah,  and  Pennsylvania  have  all  adopted  DRG-based  systems 
since  1983  — ■  and  Michigan  and  Washington  were  planning  to  intro- 
duce DRG-based  reimbursement  in  late  1984  and  early  1985. 

Important  features  of  any  PPS  initiative  are  the  type  of 
agency  administering  the  initiative  and  the  scope  of  authority  of 
the  agency.  The  two  predominant  "administering  agencies"  across 
the  ten  state  Medicaid  programs  are  independent  rate-setting/ re- 
view commissions  and  the  state  Medicaid  agencies.  All  of  the 
systems  profiled  had  mandatory  "provider  participation  and  com- 
pliance;" that  is,  if  providers  were  to  serve  Medicaid  clients, 
they  had  to  participate  in  the  process  used  to  establish  prospec- 
tive payment  rates  and  had  to  comply  with  the  terms  of  payment 
for  clients  served.  In  terms  of  scope  of  authority,  or  "payers 
included,"  most  of  the  ten  state  systems  are  Medicaid  only.  Two 
states,  Massachusetts  and  Maryland,  are  all-  payer  systems.  Sys- 
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terns  that  cover  a  larger  proportion  of  payers  are  generally 
considered  more  likely  to  have  a  stronger  impact  on  containing 
hospital  costs. 

The  ten  PPS  initiatives  reflect  considerable  variation  in 
"unit  of  payment"  available  to  states.  Four  different  units  of 
payment  are  used  (some  in  combination  with  one  another):  (1)  per 
diem,  (2)  per  service,  (3)  per  patient  discharge,  and  (4)  overall 
revenue  cap  or  budget  limitation  on  the  provider. 

The  extent  of  "provider  risk  sharing"  is  an  essential 
characteristic  of  prospective  systems.  Under  PPS,  providers 
generally  assume  all  or  some  part  of  the  risk  of  providing 
medical  services.  All  of  the  systems  profiled  had  some  form  of 
risk  sharing.  In  most  state  programs,  the  health  care  provider 
absorbs  the  difference  between  the  prospectively  established 
rates  and  the  actual  cost  of  providing  services.  In  other 
programs,  the  providers  are  at  risk  for  some  portion  of  the  costs 
in  excess  of  the  established  rate  and  retain  some  portion  of  the 
payment  if  actual  costs  are  below  the  established  rate.  For 
example,  in  Utah,  if  actual  costs  are  less  than  the  DRG  target 
rate,  the  state  pays  costs  plus  ten  percent  (not  to  exceed  the 
target  rate);  if  costs  are  in  excess  of  the  target  rate,  the 
state  pays  only  the  target  rate  until  costs  are  60  percent  above 
the  target  rate,  at  which  time  the  states  begin  to  pay  a  portion 
(60  percent)  of  the  excess  cost. 

Consistent  with  the  objective  of  containing  the  cost  of  in- 
patient services  and  with  controlling  the  level  and  quality  of 
medical  services,  many  of  the  ten  initiatives  profiled  have 
introduced    "utilization  controls."    These  controls  have  taken  on 
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several  different  forms,  including:  (1)  review  of  limits  on 
length  of  stay  (LOS),  (2)  restriction  of  readmission  and  transfer 
of  patients,  (3)  review  of  patient  service  utilization,  (4) 
review  of  quality  of  care,  (5)  establishment  of  state  and 
hospital-level  review  committees,  (6)  prior  authorization  for 
non-emergency  care,  (7)  incentives  for  substituting  out-patient 
care,  (8)  incentives  for  regional  planning  and  coordination  of 
specialized  services,  and  (9)  sanctions  against  "dumping". 

The  "allowable  costs"  and  "exclusions"  are  important  factors 
in  determining  overall  stringency  of  PPS  systems.  In  general, 
the  fewer  unallowable  costs  and  exclusions,  the  more  stringent 
the  system  in  terms  of  controlling  costs.  In  some  cases, 
allowable  costs  are  defined  in  terms  of  Medicare  "reasonable" 
cost  principles.  Other  states  have  defined  their  own  criteria. 
Of  particular  interest  in  this  area  is  the  treatment  of  capital 
costs,  depreciation,  and  teaching  costs.  Similar  to  "allowable 
costs,"  each  initiative  —  depending,  in  part,  on  the  type  of 
system  and  the  structure  of  the  hospital  industry  —  excludes 
different  types  of  institutions.  Typically  excluded  providers 
are  free-standing  rehabilitation  facilities,  psychiatric 
institutions,  children's  hospitals,  long  term  care  hospitals, 
SNF/ICF,  and  rehabilitation,  and  psychiatric  units. 

Many  of  the  prospective  systems  have  some  type  of  "payment 
adjustments"  to  improve  equity  of  the  systems  across  hospitals 
and  to  adjust  rates  on  an  annual  basis.  The  ten  state 
descriptions  offer  illustrations  of  some  of  the  typical  payment 
adjustments:        (1)        facility-by-facility       adjustments  for 
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"disproportionate"  numbers  of  Medicaid  patients,  (2)  annual 
inflationary  adjustments  based  on  the  HCFA  Market  Basket  Index, 
(3)  retroactive  adjustment  of  payment  levels  if  the  projected 
inflation  rate  is  different  than  actual  inflation,  (4)  peer  group 
inflation  adjustments,  (5)  technology  adjustments,  and  (6)  case- 
mix  adjustments. 

"Provider  groupings"  is  another  distinguishing 
characteristic  of  prospective  systems.  The  grouping  of  providers 
—  often  into  "peer  groups"  —  is  used  to  compare  and  develop 
price  levels  for  services  among  similar  types  of  institutions  and 
to  monitor  levels  of  service  utilization.  These  groupings  are 
widely  divergent  across  states;  partly  due  to  the  type  of  PPS  and 
the  types  of  institutions  included  in  the  prospective  system. 
Some  of  the  defining  characteristics  used  in  determining  peer 
groupings  include:  (1)  teaching  status,  (2)  geographic  location 
(e.g.,  urban,  suburban,  rural),  (3)  number  of  beds  (e.g.,  100 
beds  or  more),  (4)  speciality  hospitals  (e.g.,  rehabilitation, 
children's,  psychiatric),  (5)  medical  assistance  volume,  and  (6) 
level  of  hospital/service  costs. 

Finally,  it  is  apparent  from  the  ten  profiled  state  plans 
that  there  will  continue  to  be  substantial  activity  with  respect 
to  their  reimbursement  systems.  In  some  cases,  "future  plans" 
involve  refinements  and  adjustments  to  the  current  system;  in 
others  they  involve  the  implementation  of  entirely  new  systems  of 
reimbursement  for  providers. 

The  remainder  of  this  section  provides  detailed  descriptions 
of  the  ten  state  PPS  initiatives.  The  descriptions  provide  back- 
ground on  the  origins  and  development  of  each  system,     a  discus- 
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sion  of  key  elements,  examination  of  design  and/ or  implementation 
problems,  and  information  about  plans  for  future  development  of 
the  systems. 
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2 . 6    State  Descriptions 
CALIFORNIA 

The  Selective  Provider  Contracting  Program  (SPCP)  in 
California  has  been  the  focus  of  intense  national  interest  as 
one  of  the  major  models  for  Medicaid  cost  saving  and  prospective 
payment;  it  has  also  been  the  center  of  intense  local  controversy 
ever  since  the  program  was  implemented  in  1982  to  help  avoid  a 
major  budget  crisis  in  the  state. 

Under  this  system,  payment  for  in-patient  care  under  Medi- 
cal is  covered  by  an  all-inclusive  per  diem,  negotiated 
individually  with  eligible  providers  on  a  regional  basis. 
Originally,  these  rates  were  negotiated  by  the  Governor's  Office 
of  Special  Health  Care  Negotiation  (GOSHN),  popularly  known  as 
the  Medi-Cal  "Czar".  Since  July  of  1983,  however,  this  function 
has  been  taken  over  by  the  California  Medical  Assistance 
Commission  (CMAC). 

Under  SPCP,  the  state  is  divided  into  a  number  of  Health 
Facilities  Planning  Areas  (HFPAs).  Within  each  HFPA,  the  state 
has  estimated  the  number  of  bed/days  needed  to  provide  Medi-Cal 
services  for  the  coming  year.  Eligible  hospitals  within  the 
HFPA  were  then  allowed  to  negotiate  with  the  state  on  a  price  at 
which  they  would  agree  to  provide  a  portion  of  the  projected 
services.  The  contracted  price  is  firm;  the  hospital  can 
certainly  keep  any  difference  if  it  manages  to  provide  services 
below  the  contracted  price,  but  it  also  absorbs  any  costs  that 
exceed  the  contracted  price.  Contracts  were  negotiated  with 
selected  providers  within  each  HFPA  until    the  projected  Medi-Cal 
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need  was  covered. 

Since  the  number  of  bed/days  bid  was  higher  than  the 
projected  need,  the  state  was  able  to  negotiate  some  very  large 
discounts  into  the  proposed  prices.  In  many  cases,  this  discount 
was  as  much  as  30%. 

When  contracts  had  been  signed  to  cover  all  the  projected 
need,  the  HFPA  was  considered  "closed"  —  that  is,  with  the 
implementation  of  SPCP,  Medi-Cal  patients  must  go  to  a  contract 
hospital.  There  are  sanctions  against  dumping;  a  facility  must 
treat  a  Medi-Cal  patient  if  it  is  under  contract  to  do  so.  Non- 
contract  facilities  may  now  only  provide  emergency  services  or 
specialized  services  not  available  at  contract  hospitals.  These 
contracts  cover  approximately  90%  of  the  state  Medi-Cal  budget 
for  in-patient  hospital  care.  Of  the  137  HFPAs  in  the  state,  56 
are  "closed"  under  the  contracting  system. 

The  remaining  81  HFPAs  are  considered  to  be  too  sparsely 
populated  to  assure  access  if  contracting  were  implemented. 
These  areas  remain  "open"  to  f ee-f or-service,  with  cost 
incentives  calculated  through  a  peer  grouping  system,  adapted 
from  the  categories  used  for  other  purposes  by  the  California 
Health  Facilities  Commission.  This  peer  grouping  system  uses 
statistical  cluster  analysis  based  on  seven  or  eight  major 
variables,  such  as  complexity,  size,  geographical  location,  and 
teaching  services,     to  classify  hospitals. 

Under  this  system,  called  the  State  Plan  Method,  cost  saving 
incentives  are  incorporated  by  using  the  allowable  cost  per 
discharge  for  the  peer  group  as  the  unit  of  comparison.  All 
facilities    in  the  60th  percentile  and  below  are  considered  to  be 
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operating  efficiently  and  can  obtain  adjustments  to  their  per 
diem.  All  facilities  operating  above  the  60th  percentile  are 
assumed  to  be  operating  inefficiently  and  are  penalized  in  pro- 
portion to  how  far  they  are  operating  above  the  60th  percentile. 

Psychiatric  units  of  general  acute  care  hospitals  under 
contract  are  covered  under  SPCP,  but  the  free-standing 
psychiatric  hospitals  are  exempt  from  the  contracting  system. 
Alcohol  rehabilitation  services  are  not  covered  by  Medi-Cal  and 
therefore  do  not  come  under  either  SPCP  or  the  State  Plan. 

Children's  hospitals  are  also  exempt  from  the  contracting 
system.  Originally  this  was  done  by  executive  fiat,  later 
formalized  by  a  two  year  legislative  exemption.  This  exemption 
was  based  on  the  expectation  that  the  children's  hospitals  would 
use  the  time  to  develop  their  own  system  of  prospective  payment. 
Accordingly,  the  children's  hospitals  have  joined  together  in  a 
contract  with  a  major  consulting  firm  to  develop  a  pediatric 
diagnosis  coding  system.  This  projected  coding  system  will 
create  215  diagnostic  categories  that  are  analogous  to,  but  not 
the  same  as,  similar  diagnostic  categories  under  the  Medicare  DRG 
classification  system.  There  will  be  one  per  diem  rate  for  all 
hospitals  within  each  diagnostic  category,  but  adjustments  for 
case-mix  will  be  made  for  each  facility.  These  case-mix  indexes 
will  be  adjusted  every  six  months,  to  avoid  diagnostic  category 
"creep",  cost  shifting,  and  other  gaming  strategies. 

Utilization  controls  are  not  a  specific  part  of  the  SPCP 
program,  but  a  requirement  for  prior  authorization  already 
existed    in  the  state  and  has  been  retained  and  expanded  in  light 
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of  the  new  approaches  to  cost  containment.  More  stringent  limits 
in  other  areas  such  as  eligiblity,  ancillary  services,  drugs 
listed  in  the  formulary  (i.e.,  acceptable  under  Medi-Cal),  and 
other  areas  have  also  contributed  to  control  of  volume,  but  are 
not  part  of  the  contracting  program  per  se. 

Most  contracts  with  providers  under  SPCP  do  not  have  a 
formal  termination  date,  but  they  do  call  for  review  after  one 
year.  As  of  approximately  a  year  ago,  the  first  of  these  reviews 
were  in  process ,  and  many  of  these  same  providers  should  be 
coming  up  shortly  for  a  second  review. 

A  Program  Evaluation  Team  (PET)  is  now  being  put  together  by 
the  state  to  evaluate  the  effects  of  the  entire  SPCP  program,  but 
it  is  too  early  to  determine  any  useful  information  about  this 
effort. 

ILLINOIS 

Illinois  pays  for  Medicaid  in-patient  hospital  care  through 
a  fixed  per  diem  price  system.  This  current  system,  implemented 
in  October  1981,  is  based  on  a  fixed  dollar  appropriation  at  the 
state  level.  The  state  projects  the  prospective  bed/day  need  for 
its  coming  fiscal  year,  and  examines  hospital  costs  for  the 
individual  facility's  previous  fiscal  year  (these  two  types  of 
fiscal  years  may  not  be  the  same).  On  the  basis  of  these 
factors,  a  hospital-specific  per  diem  is  calculated  that  is 
intended  to  cover  the  projected  need  without  exceeding  the  state 
budget.  By  July  1,  1982,  this  system  had  been  phased  into  all 
hospitals  in  the  state. 

Under    this  system,     the  risk  is  on  the  hospital  to  provide 
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services  at  the  per  diem  rate.  But  since  the  rates  are  based  on 
a  budget  review,  if  the  hospital  spends  less,  its  rates  go  down. 
If  the  hospital  exceeds  its  portion  of  the  state  budget,  the 
overrun  is  deferred  for  repayment  to  the  state  in  an  unspecified 
future  year.  According  to  the  National  Governor's  Association, 
these  types  of  features  have  contributed  to  the  failure  of 
previous  PPS  systems  in  Illinois. 

Recently,  as  a  result  of  state  legislation  calling  for  the 
Medicaid  agency  to  "try"  to  decrease  utilization,  the  state 
embarked  on  a  pilot  project  in  the  Chicago  area  to  experiment 
with  a  DRG-like  system.  The  system  is  based  on  an  Illinois- 
specific  classification  system  of  Primary  Diagnosis  Groups  (PDG) 
which  consists  of  218  classifications,  fewer  than  the  Medicare 
system.  Payment  is  based  on  the  discharge  that  is  most  resource 
intensive,  not  the  admitting  diagnosis.  According  to  regional 
HCFA  officials,  other  than  those  two  factors,  it  is  very  similar 
to  Medicare  DRG. 

Under  the  PDG  system,  hospitals  contract  with  the  state  to 
provide  services  at  95%  of  the  normal  Medicaid  rate.  The 
hospital  is  then  forced  to  reduce  utilization  as  the  only  way  to 
continue  to  cover  operations.  The  participating  hospitals  were 
competitively  chosen  in  1982.  Sixty  hospitals  submitted  bids, 
but  only  seven  were  chosen.  These  hospitals  continue  to  submit 
claims  under  cost-based  reimbursement,  but  are  then  paid  only  the 
reduced  rate.  If  they  can  provide  services  under  the  contracted 
cost,  they  can  keep  the  difference. 

According  to  regional  HCFA  officials,  the  ink  was  barely  dry 
on  these  contracts  when  the  legislature  passed  new  legslation  to 
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clarify  and  expand  on  their  previous  statements.  This  legisla- 
tion mandated  the  state  Medicaid  agency  to  enter  into  contracts 
with  hospitals.  The  state  agency  immediately  began  examining  the 
waiver  proposal  that  the  State  of  California  had  submitted  in 
order  to  implement  its  Selective  Provider  Contracting  Program 
(SPCP),  and  soon  submitted  a  very  similar  proposal  to  the  re- 
gional office. 

This  system  as  proposed  in  Illinois  would  establish  geo- 
graphical regions  within  the  state,  and  would  project  an  esti- 
mated number  of  Medicaid  beds  needed  for  that  area  over  the  next 
year.  All  hospitals  in  the  area  would  then  receive  an  offer  to 
bid  on  the  beds.  Once  contracts  were  awarded  for  100%  of  the 
estimated  bed  need,  hospitals  without  contracts  would  be  unable 
to  receive  payment  under  Medicaid  for  anything  but  emergency 
services . 

The    HCFA  Regional  Office  was  reviewing  this  waiver  proposal 
in  late  1984  and,     although  they  had  some  reservations  about  it, 
they  expect  to  approve  it  eventually.      The  reservations  included 
the  following: 

o  the  proposed  payment  mechanism  was  too  unclear  to  be 
implemented,  and  the  budget  constraints  the  system 
would  operate  under  were  not  spelled  out; 

o  the  proposal  requested  the  waiver  of  many  utilization 
review  requirements,  some  of  which  are  in  waivable 
sections  of  the  Social  Security  Act  and  some  of  which 
are  not;  it  is  unclear  whether  the  latter  can  be 
legally  waived; 

o  there  was  no  arrangement  for  payments  to  out-of-state 
hospitals  which  serve  Illinois  Medicaid  recipients. 

The  proposal  also  requested  the  waiver  of  freedom  of  choice 

for    Medicaid    recipients,     and  included  a  requirement  for  prior 
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authorization.  The  proposed  system  was  slated  to  go  into  effect 
in  March  of  1985. 

Since  the  passage  of  the  bill  authorizing  this  SPCP 
program,  there  has  been  little  or  no  interest  in  the  PDG  program. 
The  PDG  program  will  probably  be  absorbed  into  the  SPCP  program, 
with  little  or  no  further  development  in  the  direction  of  a  DRG- 
type  system.  Illinois  seems  to  have  wholeheartedly  adopted  the 
California    model  of  selective  contracting. 

MARYLAND 

The  State  of  Maryland  uses  a  rate-setting  system  with  a 
quasi-public  utility  approach  to  regulation.  Implemented  in  1971, 
this  was  the  first  rate-setting  system  in  the  nation.  The  system 
includes  all  payers  in  all  non-federal  hospitals,  and  includes 
the  costs  of  all  services  associated  with  hospitals.  For 
example,  there  are  six  hospital-connected  nursing  homes  in  the 
state.  The  rates  for  these  nursing  homes  are  set  under  this 
system,  but  no  other  nursing  homes  fall  under  this  jurisdiction. 
Medicare  and  Medicaid  participate  on  an  experimental  basis.  By 
law,  this  payment  system  may  not  jeopardize  the  solvency  of  any 
hospital  in  the  state. 

The  rates  are  developed  by  the  staff  of  the  Health  Services 
Cost  Review  Commission,  approved  and  supervised  by  the  Commission 
itself ,  which  is  an  independent  body  consisting  of  seven  members 
appointed  by  the  Governor.  A  majority  of  the  members  of  the 
Commission  may  not  have  any  connection  with  the  management  or 
policy  development  of  any  hospital  or  related  institution. 

The    prices  of  services  for  hospitals  were  originally  set 
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through  a  system  of  rate  review,  which  is  discussed  below.  In 
subsequent  years,  these  original  rates  are  simply  adjusted  for 
inflation,  for  most  facilities.  To  place  further  limits  on  the 
providers,  the  state  added  a  program  of  Guaranteed  Inpatient 
Revenue  ( GIR) ,  which  offers  incentives  to  decrease  LOS .  At  the 
present  time,  the  vast  majority  of  discharges  in  the  state  fall 
under  GIR.  The  GIR  system  is  also  covered  in  more  detail  in 
subsequent  sections. 

On  October  15,  1984,  the  state  added  a  utilization 
limitation  based  on  Medicare  DRG,  Formerly,  the  state  reimbursed 
hospitals  for  treatment  of  Medicaid  patients  up  to  a  limit  of 
twenty  days  across  the  board.  Under  this  new  provision,  the 
state  will  pay  120%  of  the  average  Maryland  Medicaid  LOS  for  that 
DRG,  based  on  state-specific  information  developed  by  the  Cost 
Review  Commission.  This  novel  use  of  DRG  classifications  for 
utilization  control  only  will  not  affect  rate  setting  per  se. 
However,  it  is  clear  that  many  cases  will  be  limited  to 
substantially  below  twenty  days  of  reimbursement,  which  puts  new, 
more  stringent  limitations  on  the  providers. 
Rate  Review 

The  implementation  of  rate  setting  originally  required  a 
detailed  review  of  the  budget  of  each  hospital  in  the  state, 
which  is  described  in  this  section.  For  most  hospitals,  the 
original  rates  are  only  updated,  as  described  in  the  following 
section.  However,  under  the  law,  although  the  option  is  seldom 
exercised,  every  provider  has  the  right  to  have  its  rates 
recalculated  under  the  original  methodology. 


34 


The  initial  set  of  rates  per  unit  of  service  was 
developed  through  the  use  of  the  Interhospital  Cost  Comparison 
(ICC)  methodology.  Facilities  were  required  to  submit  data  for 
the  various  revenue  producing  departments  for  base  and  budgeted 
years,  in  accordance  with  a  uniform  accounting  system.  Approved 
revenues  are  based  on  direct  departmental  expenses ,  indirect 
expenses  allocated  by  department,  bad  debt,  charity,  a  payer 
differential,  and  a  capital  facilities  allowance.  In  addition, 
peer  grouping  is  used  to  identify  facilities  whose  costs  are 
unreasonably  out  of  line  with  similar  facilities  in  the  state. 

The  peer  grouping  compares  the  actual  total  direct  costs  of 
a  facility  with  the  average  of  the  peer  group.  The  Commission 
then  sets  rates  through  a  very  complex  formula  that  includes  not 
only  the  information  from  the  budget  review  described  above,  but 
also  variables  such  as  location,  case-mix  intensity,  scope  of 
services,  extreme  variations  of  size  or  payer,  and  individually 
negotiated  agreements  with  many  facilities.  The  complexity  of 
the  process  results  in  formulas  and  rates  that  are  de  facto 
hospital-specific,  although  this  is  not  an  explicit  aim  of  the 
system. 

The  Capital  Facilities  Allowance  (CFA)  includes  two 
categories:  buildings  and  moveable  equipment.  The  building 
allowance  is  the  larger  of  20%  of  the  replacement  cost  or  the 
current  cash  requirements  of  a  building,  including  debt  and  major 
maintenance.  Moveable  equipment  is  compensated  based  on  a  survey 
of  replacement  value  that  is  used  to  establish  a  statewide 
moveable  equipment  allowance  per  bed.  In  addition  to  the  CFA,  a 
working    capital  allowance  of  2%  is  factored  in  as    an  allowable 
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cost. 

The  use  of  replacement  value,  as  opposed  to  historical 
depreciation  is  an  innovative  facet  of  the  Maryland  system.  This 
method  has  a  number  of  advantages.  It  provides  incentive  to 
closely  monitor  costs  and  discourages  replacement  where  there  is 
no  need.  A  fixed/variable  cost  ratio,  generally  40/60  for 
routine  cost  centers  and  60/40  for  ancillary  services,  guarantees 
fairness  during  significant  volume  changes.  The  replacement 
allowances  are  comparatively  generous,  however,  and  there  is  no 
link  to  health  planning  —  CON  approved  projects  are  merely 
passed  through. 
Inflation  Adjustment 

Each  hospital  always  has  the  option  of  requesting  a  full- 
rate  review  to  establish  a  new  schedule  of  rates,  but  this  is 
seldom  exercised.  Usually  the  hospital  chooses  to  retain  the 
current  schedule,  adjusted  only  for  inflation.  Adjustments  are 
made  for  salaries  and  fringe  benefits,  and  food,  supplies, 
utilities,  and  other  operating  expenses.  There  are  three  parts 
to  the  adjustment  formula: 

(a)  a  retroactive  adjustment,  if  actual  inflation  was 
different  from  the  projected  rate; 

(b)  a  price- leveling  adjustment  which  brings  the  rates  to 
where  they  would  have  been  if  inflation  had  been 
projected  correctly;  and 

(c)  a  new  inflation  projection  for  the  coming  year. 
Costs  can  be  passed  through  if  they  are  mandated  by  state 

or  federal  government  and  affect  all  hospitals  (such  as  changes 
in  the  minimum  wage)  or  if  there  is  an  increase  in  costs  greater 
than    the  CPI  which  affects  the  hospital  industry  more  than  other 
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industries  (such  as  increases  in  FICA) . 

Volume  for  the  prospective  year  is  established  at  a  level 
equal  to  the  actual  volume  for  the  current  year.  Different 
fixed-variable  cost  proportions  have  been  established  for  the 
routine  and  ancillary  areas  as  well  as  for  different  magnitudes 
of  volume  changes. 

Guaranteed  In-Patient  Revenue  System 

Systems  based  on  rates  per  service  are  often  soft  on 
utililization  controls.  In  an  effort  to  control  these  factors,, 
around  1978  the  state  implemented  the  Guaranteed  In-patient 
Revenue  (GIR)  system  as  a  supplementary  method  of  rewarding 
hospitals  that  decreased  LOS  and  intensity  of  services  within  a 
diagnostic  category  —  and  to  penalize  them  if  they  did  not. 
This  system  is  unusual  in  its  attention  to  intensity  of  services. 

Under  GIR,  the  average  hospital  charge  per  diagnosis  and 
per  payer  is  determined  per  discharge.  This  average  charge  is 
adjusted  for  inflation,  plus  a  1%  factor  for  growth  and 
technology.  The  hospital  is  assured,  at  the  minimum,  of  the 
level  of  revenue  this  formula  projects.  At  the  end  of  the  year, 
revenue  to  the  hospital  under  GIR  is  compared  to  what  revenue 
would  have  been  under  the  regular  state-set  rates.  If  the 
hospital  charges  are  under  the  GIR  projection,  then  the  hospital 
receives  the  variable  cost  portion  of  the  savings  as  a  reward. 
But,  if  the  hospital  exceeds  the  projected  GIR,  the  state  will 
recoup  the  additional  funds  from  the  hospital  in  the  following 
year. 
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MASSACHUSETTS 

Some    analysts    consider  the    Massachusetts    PPS,  popularly 

referred  to  as  Chapter  372,      to  be  the  antithesis  of  the  program 

in  California.      These  two  programs  demonstrate  the  diversity  of 

major    policy  options  open  to  states  in  their  efforts  to  contain 

the  spiraling  costs  of  medical  care.      David  Kinzer,     in  a  recent 

article    in  the  New  England  Journal  of  Medicine,     noted  that: 

a  large  question  for  the  nation  to  consider  is  whether 
it  wants  a  health  care  system,  with  the  machinery  for 
controlling  costs,  that  is  modeled  on  the  system  in 
California  or  the  system  in  Massachusetts ...( I ) t  is 
hard  to  imagine  how  the  divergent  approaches  taken  by 
California  and  Massachusetts  will  ever  be  reconciled. 
The  final  decision  could  go  either  way,  but  it  seems 
unlikely  that  the  result  will  be  something  in  between. 

Like  most  states,  Massachusetts  previously  had  a  cost 
reimbursement  system.  Rapid  cost  increases  hit  particularly  hard 
in  the  Massachusetts  area,  which  has  a  high  concentration  of 
technologically-oriented  teaching  hospitals.  The  recent 
recession,  which  resulted  in  many  uninsured  patients,  has  been 
worse  in  Massachusetts  than  in  many  other  states.  In  addition, 
the  state  Medicaid  budget  has  not  kept  up  with  the  cost  of 
hospital  care  because  of  mandated  restrictions  in  the  property 
tax  rate  similar  to  Proposition  13  in  California.  Finally,  the 
Omnibus  Budget  Reconciliation  Act  required  Medicare  payments  to 
be  below  the  level  of  Medicare  costs.  Given  such  conditions, 
hospitals  will  often  pass  the  cost  increases  on  to  paying 
patients  —  especially  those  covered  by  third  parties. 

Prior  to  the  implementation  of  Chapter  372,  in  an  effort  to 
contain  costs  that  were  rising  at  a  rate  of  15  to  20  percent  a 
year,     the    Massachusetts  Hospital  Association  and  Massachusetts 
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Blue  Cross  signed  an  agreement  establishing  a  revenue  cap  —  the 
maximum  allowable  cost,  or  MAC  —  on  annual  Blue  Cross  payments 
to  each  Massachusetts  hospital.  Under  Chapter  372,  which  was 
initiated  in  1980,  the  MAC  concept  was  extended  to  cover  all 
payers . 

Under  this  system,  a  cap  is  placed  on  the  revenue  of  each 
hospital.  This  cap  is  calculated  individually  for  each 
institution.  Each  payer  is  responsible  for  a  proportion  of  the 
revenue  that  corresponds  to  the  proportion  of  the  hospital 1 s 
services  used  by  its  subscribers.  A  revenue  reduction  factor  is 
built  into  the  cap  to  foster  gradual  improvement  in  overall 
productivity.  Volume  reductions  are  encouraged,  as  is 
substitution  of  outpatient  care  for  inpatient  care.  Regional 
planning  is  also  encouraged  by  allowing  hospitals  to  distribute 
among  themselves  the  revenue  allowance  for  services  that  are 
terminated  as  a  result  of  mergers  or  cooperative  arrangements. 
Hospitals  that  are  able  to  keep  their  costs  below  the  approved 
revenue  limit  in  a  given  year  are  entitled  to  retain  the  balance 
as  discretionary  income,  but  if  they  exceed  the  revenue  limit, 
they  must  cover  the  shortfall  themselves. 

To  date,  this  reimbursement  system  is  perhaps  the  most 
stringent  revenue- limited,  prospectively  budgeted  hospital 
financing  system  instituted  by  a  state.  However,  it  is  still 
less  stringent  than  Medicare  DRG.  This  is  an  important 
consideration  to  supporters  of  Chapter  372,  and  it  has  made 
obtaining  and  keeping  a  federal  waiver  crucial  to  the  success  of 
the  negotiation  process. 

The    Massachusetts    approach  can  be  described  as  a    kind  of 
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economic  franchise  that,  in  effect,  can  reinforce  and  sustain 
existing  cost  and  price  disparities  between  hospitals.  The  state 
tells  each  hospital  a  year  ahead  how  much  revenue  (therefore, 
expense)  it  can  have  within  tightly  constrained  limits  that  are 
set  at  "inflation-minus"  increments  building  from  base  year 
information.  In  this  sense,  it  is  different  from  the  California 
system,  which  establishes  a  competitive  market  for  providers  of 
medical  services.  Part  of  the  reason  for  these  differences  is 
that  the  ownership  of  hospitals  is,  on  the  whole,  very  different 
in  Massachusetts,  where  the  majority  of  institutions  are 
voluntary,  than  in  California,  where  they  are  generally  investor- 
owned.  It  is  easier  for  California  to  view  a  hospital  as  a 
business  enterprise,  while  in  Massachusetts,  hospitals  are 
regarded  much  more  as  an  essential  public  service  —  similar  to  a 
public  utility  —  and  therefore  regulated  more  heavily. 

Another  important  aspect  of  Chapter  372  is  that  because  the 
business/ industry  coalition  was  responsible  for  developing 
it,  they  are  now  strongly  supportive  of  the  initiative.  In 
California,  business  and  the  hospital  industry  did  not 
significantly  contribute  to  the  shaping  of  the  system,  and  in 
some  instances,  actively  opposed  it.  This  would  be  expected  to 
make  successful  implementation  much  more  difficult,  and  to  make 
legislation  much  more  controversial,  which  is  what  indeed  has 
happened. 

The  Massachusetts  system  varies  from  the  Medicare  DRG  system 
in  that  it  is  an  all  payer  system.  It  also  limits  utilization 
levels  as  well  as  reimbursement. 
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One  aspect  of  Chapter  372  that  has  been  controversial  is  the 
treatment  of  capital  versus  operating  costs.  Capital  expenditure 
is  virtually  unregulated,  but  operating  costs,  such  as  labor,  are 
limited.  This  has  the  effect  of  encouraging  the  purchase  of 
machines  which  replace  hospital  workers,  even  when  they  increase 
the  total  cost  of  care.  The  state  health  planning  agency  has 
been  deluged  with  requests  for  new  capital  projects,  but  some 
institutions  are  laying  off  hospital  workers  even  as  they 
purchase  new  equipment  and  build  new  buildings.  It  is  still  too 
early  to  measure  the  effects  of  the  capital  costs  provisions  on 
quality  of  care  (e.g.,  will  the  infusion  of  new  technology  offset 
the  the  effects  of  possible  staff  shortages?) 

Although  policy  analysts  around  the  country  are  extremely 
interested  in  the  results  of  Massachusetts'  experiment,  it  is 
too  early  to  judge  the  overall  effects  of  Chapter  372.  Many  feel 
that  the  new  law  will  "squeeze  the  fat"  out  of  the  system, 
resulting  in  cost  containment  of  medical  costs:  others  are 
certain  that  costs  will  simply  be  shifted,  possibly  to  free- 
standing clinics  and  doctor's  offices.  This  program  will  be  an 
important  one  to  monitor  and  compare  to  the  other  major  models  of 
prospective  payment. 

MICHIGAN 

As  early  as  1980,  the  State  of  Michigan  had  already  made  the 
transition  from  cost-based  reimbursement  to  a  prospective  system. 
However,  dissatisfaction  with  the  limited  effects  of  that  system 
on  cost  containment  led  to  the  formation  in  early  1984  of  a  task 
force,     appointed    by  the  Health  Department,     to  examine  Medicaid 
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options.  The  task  force  looked  carefully  at  the  California  model 
of  competitive  bidding  and  decided  that  that  was  not  a  viable 
option  for  Michigan.  Rate-setting  was  also  considered  and 
discarded,  for  political  reasons.  The  task  force  did  agree, 
however,  that  a  DRG  system  was  a  viable  option,  and  a  system 
similar  to  federal  Medicare,  but  with  Michigan-specific  weights, 
was  scheduled  to  be  implemented  statewide  on  January  1,  1985. 

Under  the  pre-1985  system,  hospital  revenue  was  based  on  a 
prospective  budget  estimate  for  each  hospital  that  was  developed 
from  historical  figures.  Facilities  were  not  reimbursed  if  they 
went  over  budget,  but  received  incentive  payments  if  they  were 
under  budget.  This  system  covered  only  in-patient  hospital  care, 
although  a  similar  system  existed  to  cover  nursing  home  care. 
Approximately  70%  of  total  Medicaid  expenditure  in  the  state  was 
covered  by  this  type  of  PPS .  Utilization  controls  included  the 
surgical  second  opinion  program  and  review  of  ambulatory  surgical 
procedures . 

State  officials  felt  that,  although  Michigan's  system  had 
prosective  features,  it  was  basically  retrospective.  This  is 
because  it  relied  on  actual  historical  expenditures.  They  felt 
that  the  system  did  not  offer  the  incentives  to  contain  costs 
that  were  present  in  a    DRG-based  system. 

The  system  that  was  to  begin  in  1985  is  based  largely  on 
Medicare  DRG.  It  would  use  the  same  classifications,  but  with 
different  weights  developed  specifically  for  Michigan  Medicaid. 
The  formulas  would  also  be  similar  to  Medicare's,  except  for  the 
treatment    of    capital,    which    would  be  apportioned  as    a  fixed 
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amount  per  case,  rather  than  passed  through,  as  in  Medicare. 
Direct  teaching  costs  would  also  be  apportioned  per  case.  There 
would  be  no  peer  grouping  of  facilities,  but  that  would  be  an 
option  for  the  future.  Unlike  Medicare,  childrens'  hospitals 
would  be  included,  and  the  utilization  controls  of  the  old  system 
would  be  retained  and  expanded. 

Psychiatric  hospitals  and  distinct  part  units  had  been  sche- 
duled to  be  included  in  this  DRG  system,  but  the  reaction  of  the 
mental  health  community  led  to  the  exclusion  of  these  services. 
They  would  instead  be  covered  under  a  system  of  prospectively  set 
per  diem  rates.  This  change  led  to  postponing  implementation  of 
the  system  from  October  1,  1984,  to  January  1,  1985. 

OHIO 

On  October  1,  1984,  the  State  of  Ohio  implemented  a  system 
based  on  peer  groupings  and  a  reimbursement  formula  methodology 
similar  to  Medicare's.  The  system  covers  Medicaid  in-patient 
hospital  care  only,  accounting  for  approximately  40%  of  the  state 
Medicaid  budget. 

Formerly,  the  state  operated  on  a  cost-reimbursement  system, 
but  cost  containment  considerations  led  to  a  search  for  an  alter- 
native system.  The  recommendation  to  adopt  the  new  system  came 
from  the  Governor's  Commission  on  Ohio  Health  Care  Cost  Contain- 
ment, convened  in  May,  1983.  Development  of  the  new  system  began 
in  January,  1984.  One  prominent  consideration  was  to  make  the 
system  similar  to  the  Medicare  system.  In  this  way,  the  hospi- 
tals could  avoid  making  two  radically  different  transitions  in 
their  operations. 
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The  State  Department  of  Public  Welfare  administers  the 
payment  formula,  which  uses  the  same  DRG  classifications  as  the 
Medicare  system,  but  with  different  relative  weights  based  on 
Ohio-specific  Medicaid  claims  data.  Approximately  60,000  records 
were  used  to  develop  these  state-specific  weights.  The  formula 
uses  three  basic  components  to  calculate  the  payment  amount: 

•  average  cost  per  discharge  (by  peer  group); 

•  a  capital  component;  and 

•  a    teaching    component  ( for  hospitals  with  teaching 
programs ) . 

The  average  cost  per  discharge  is  calculated  for  a  peer 
group  of  hospitals.  This  system  is  intended  to  account  for  the 
costs  of  both  different  and  comparable  service  settings.  The 
groups  are  based  on  the  wage  index  of  the  Standard  Metropolitan 
Statistical  Area  (SMSA)  where  each  hospital  is  located,  and  they 
were  designed  to  permit  the  state  to  pay  similar  prices  to 
hospitals  with  similar  costs.  Separate  peer  groups  have  been 
established  for  the  one  teaching  hospital  in  the  state,  rural 
hospitals  over  100  beds,  rural  hospitals  under  100  beds,  and 
childrens"  hospitals.  In  this,  last  peer  group,  a  common  rate 
structure  is  not  calculated.  Instead,  a  facility-specific  rate 
is  formulated  separately  for  each  children's  hospital.  The  peer 
group  methodology  was  deliberately  kept  simple  so  that  it  would 
be  easy  to  understand  the  divisions. 

The  capital  component  is  based  on  the  percentage  ratio  of 
capital  to  total  expenditure  for  the  facility.  For  hospitals 
that  are  not  teaching  hospitals  but  that  have  teaching  programs , 
two    factors  for  direct  and  indirect  teaching  expenses  are  added 
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to  the  formula.  These  factors  are  based- on  the  ratio  of  these 
expenses  to  in-patient  care  costs. 

Distinct  part  units ,  such  as  psychiatric  and  rehabilitation 
services,  are  included  in  the  Ohio  system.  In  contrast,  Medicare 
excludes  them  from  prospective  payment.  Freestanding  rehabilita- 
tion facilities,  long-term  care  hospitals,  and  SNF/ICF  units  are 
excluded  under  the  Ohio  system.  Providers  may  keep  the  differ- 
ence between  payment  and  cost  if  they  come  in  under  the  DRG  rate, 
and  high  outliers  are  paid  at  a  percentage  of  the  normal  DRG 
rate. 

A  cap  of  7.5%  has  been  placed  on  inflation  and  expected  rate 
of  growth.  A  special  facility-by-facility  adjustment  is  also 
available  for  those  serving  "disproportionate  numbers." 

The  system  is  being  phased  in  over  three  years  by  blending 
hospital-specific  rates  with  peer  group  prices  in  declining  pro- 
portions, 50/50  for  FY  1985  and  25/75  for  FY  1986.  In  this  way, 
by  July  1,  1986,  it  is  expected  that. all  hospitals  will  be  paid  a 
price  per  discharge  based  on  average  cost  of  the  peer  group.  The 
exception  will  be  children's  hospitals,  which  will  continue  to  be 
reimbursed  on  a  facility-specific  basis. 

The  state  publishes  a  quarterly  statistical  report  for  the 
purpose  of  admission  pattern  monitoring.  Readmissions ,  outliers, 
and  transfers  will  also  be  carefully  reviewed  to  assure 
appropriateness  and  quality  of  care.  The  regulations  call  for 
administrative  review  of  each  facility  "not  less"  than  semi- 
annually, for  most  aspects  of  PPS. 

The  regulations  also  call  for  a  commission  to  be  convened  by 
the    Director  of  the  Department  of  Human  Services  by  November  1, 
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1984 ,  to  recommend  any  adjustments  needed  in  PPS  to  recognize 
changes  in  technology.  This  commission  is  permanent  and  must 
report  by  March  1st  of  each  year. 

Of  course,  it  is  difficult  to  predict  the  future  development 
of  a  system  that  has  only  been  implemented  recently,  but  state 
officials  feel  there  will  be  a  good  deal  of  interest  in  the 
inclusion  of  pediatric  diagnoses  in  the  system.  This  is  one  of 
the  large  controversies  in  the  field  of  PPS  and  many  other  states 
will  be  interested  in  what  happens  in  Ohio. 

OKLAHOMA 

The  State  of  Oklahoma  has  experimented  with  various  forms  of 
prospective  reimbursement  systems  since  1977,  but  the  effective 
date  of  the  present  system  is  April,  1983.  This  system  consists 
of  an  all-inclusive  per  diem  rate  for  in-patient  Medicaid 
services,  calculated  from  cost  reports  and  case-mix  indices  from 
a  base  year,  adjusted  by  an  updating  factor. 

Hospital-specific  per  diem  rates  are  calculated  using  the 
Medicare  cost  report  for  each  individual  hospital  for  the  most 
recent  cost  reporting  period  ending  on  or  before  June  30,  1982  or 
June  30,  1981,  whichever  results  in  lower  rates.  These  rates  are 
then  adjusted  for  estimated  inflation  between  the  end  of  the  base 
period  through  January  1  of  the  current  rate  year.  Adjustments 
to  cost  reports  as  a  result  of  subsequent  audits  will  not  be 
considered  in  the  current  per  diem  rate  for  the  calendar  year. 
However,  cost  adjustments  will  be  allowed  for  subsequent  calendar 
years  under  the  existing  methodologies.  The  estimated  inflation 
adjustment    is  based  on  the  HCFA  Market  Basket    Index,  including 

46 


technology  adjustments,  as  published  most  recently  prior  to  the 
beginning  of  the  rate  year  in  question. 

Several  additional  conditions  have  been  set  under  this 
system  to  control  utilization  and  adjust  for  case  mix.  The 
maximum  reimbursable  length  of  stay  is  ten  days  and  no 
readmissions  are  permitted  within  20  days  of  discharge  (with 
exceptions  on  a  case-by-case  basis).  Where  a  determination  is 
made  by  the  Professional  Standards  Review  Organization  that  a 
hospital  patient  is  receiving  services  at  an  inappropriate  level 
of  care,  payment  will  be  made  at  the  statewide  SNF  rate  as 
established  in  the  Medicaid  State  Plan.  The  prospective  rate  is 
subject  to  adjustment  where  a  hospital's  case  mix  in  its  rate 
year  differs  significantly  from  the  mix  in  its  base  period. 
Where  such  a  difference  is  demonstrated,  the  hospital's  rate  will 
be  determined  by  recalculating  its  base  period  cost  as  if  the 
hospital  had  experienced  in  its  base  period  the  case  mix  that  it 
experienced  in  its  rate  year. 

Out-of-state  hospitals  for  which  base  period  costs  are  not 
available  wj.ll  be  paid  the  lower  of  billed  charges  or  the  average 
prospective  rate  for  all  Oklahoma  hospitals.  Out  of  state 
hospitals  which  routinely  provide  services  to  Oklahoma  Medicaid 
recipients  will  be  required  to  submit  cost  information  sufficient 
to  establish  a  prospective  rate  under  these  methods  and 
standards.  New  hospitals  for  which  there  is  no  base  period  will 
be  paid  a  prospective  rate  established  from  an  average  of 
prospective  rates  paid  to  existing  hospitals  of  a  similar  type. 
Consideration    will    be  given  to  number  of  beds,     levels  of  care 
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provided,  and  geographical  location. 

Preliminary  reports  indicate  that,  since  the  implementation 
of  the  prospective  system,  there  has  been  no  increase  in  in- 
patient state  Medicaid  costs.  This  is  a  significant  development 
particularly  in  light  of  the  40  percent  increase  in  Medicaid 
costs  in  the  three  years  prior  to  system  implementation. 
According  to  state  officials,  hospitals  have  been  generally 
cooperative  during  the  implementation  of  the  system.  Regional 
officials  feel  that  the  new  Medicaid  payment  system,  together 
with  Medicare  DRG,  has  effectively  changed  the  philosophy  in 
hospitals:  they  are  becoming  increasingly  competitive  and  react- 
ing more  directly  to  the  marketplace.  These  officials  also  feel 
that  the  new  system  has  had  no  detrimental  effect  on  the  quality 
of  care  in  the  state. 

PENNSYLVANIA 

PPS  in  the  State  of  Pennsylvania  consists  of  a  DRG-based 
system  with  peer  groupings.  The  classification  system  of 
Medicare  is  used,  but  with  Pennsylvania-specific  weights.  These 
relative  weights  are  to  be  redetermined  annually  by  the  state. 
Psychiatric,  drug,  and  alcohol  rehabilitation  units  of  general 
hospitals  that  are  enrolled  in  the  Medical  Assistance  Program  are 
excluded  from  the  prospective  payment  system,  as  are  children's 
hospitals . 

Costs  that  are  excluded  from  the  PPS  rate  and  are  paid 
separately  include  capital  depreciation  and  interest,  direct 
medical  education  costs,  and  costs  for  outliers..  Readmission 
within  seven  days  does  not  qualify  as  a  separate    admission,  but 
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is  included  as  a  continuation  of  the  original  admission. 

The  peer  grouping  system  is  complex.  A  chart  illustrating 
the  methodology  appears  in  Exhibit  2.4.  The  system  starts  with 
four  ranking  systems,  called  "concepts."  The  four  concepts  are 
teaching  status,  Medical  Assistance  volume,  environmental  charac- 
teristics, and  hospital  costs.  All  hospitals  in  the  state  under 
the  PPS  program  are  ranked  in  order  according  to  a  number  of 
criteria  under  each  of  these  concepts  (see  (a)  in  Exhibit  2.4). 
For  example,  under  the  concept  of  teaching  status,  the  criteria 
are  the  number  of  residency  programs  at  the  hospital,  the  number 
of  full-time  equivalent  (FTE)  residents  at  the  hospital,  and  the 
ratio  of  FTE  residents  to  total  hospital  beds .  The  rank  numbers 
for  these  criteria  are  then  added  up;  this  number  becomes  the 
concept  score  for  that  hospital  (b).  For  example,  if  a  given 
hospital  ranked  30th  in  the  state  on  the  number  of  residency 
programs,  35th  in  the  state  in  number  of  FTE  residents,  and  25th 
in  the  state  in  the  ratio  of  FTE  residents  to  total  hospital 
beds ,  that  hospital  would  have  a  teaching  status  concept  score  of 
90. 

For  each  concept,     the  hospitals  are  then  divided  into  eight 
groups,    with    an  equal  number  of  hospitals  in  each  category 
four  groups  below  the  median  and  four  above  the  median  (c).  This 
creates  32  groups,  called  "concept  categories." 

To  determine  the  composite  per  diem  rate  for  each  hospital, 
the  average  per  diem  rate  of  all  the  hospitals  in  each  concept 
category  is  computed  (d).  In  this  way,  each  hospital  ends  up 
with  four  "concept"  per  diem  rates,  the  average  of  each  concept 
group    that    particular  hospital  finds    itself    in.      These  four 
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concept  rates  are  then  added  up  and  divided  by  four,  and  this 
final  figure  is  the  composite  per  diem  rate  for  the  hospital  (e). 
The  hospitals  are  then  ranked  by  composite  per  diem  rate,  and 
this  ranking  is  then  divided  into  eight  equal  groups,  four  above 
the  median  and  four  below.  These  constitute  the  final  peer 
groups  ( f ) . 

Pennsylvania  law  provides  for  a  first-year  phase-in  based  on 
75  percent  of  the  hospital's  average  cost  per  discharge  and  25 
percent  of  the  peer  group's  average  cost  per  discharge.  In  the 
second  year,  this  shifts  to  50/50.  Each  hospital  is  required  to 
set  up  a  utilization  review  process  that  must  review  every  Medi- 
cal Assistance  patient's  need  for  inpatient  hospital  services. 
This  includes  a  utilization  review  committee  and  a  hospital 
utilization  review  plan.  The  state- level  Department  then  moni- 
tors these  individual  facility  programs. 

The  utilization  review  committee  must  conduct  admissions 
reviews,  stay  reviews  for  potential  outliers,  and  medical  care 
evaluation  studies.  Procedures  for  dealing  with  these  areas  must 
be  outlined  in  the  hospital's  utilization  review  plan.  Admission 
reviews  must  include  the  initiation  of  discharge  planning  to 
provide  timely  placement  in  an  appropriate  level  of  care  for 
those  patients  that  may  require  post-hospital  care.  Medical  care 
evaluation  (MCE)  studies  must  identify  and  analyze  medical  or 
administrative  factors  related  to  patient  care  rendered  in  the 
hospital  and,  when  indicated,  make  recommendations  for  changes 
that  would  be  beneficial  to  patients,  staff,  the  hospital,  and 
the  community.     At  least  one  MCE  study  must  be  in  progress  at  any 
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time,  and  at  least  one  must  be  completed  each  calendar  year. 
UTAH 

Utah's  Medicaid  program  is  the  oldest  DRG-based  system  on 
the  state  level.  Under  federal  waiver,  a  system  was  implemented 
in  July,  1983,  that  allowed  the  state  to  "piggyback"  onto  the 
federal  system,  thus  implementing  a  DRG-based  prospective  payment 
system  almost  immediately. 

Without  phase-ins,  complicated  adjustments,  peer  groupings, 
state-specific  weights,  negotiated  rates,  or  any  of  the  other 
complex  individualized  administrative  aspects  of  other  state 
systems,  the  Utah  system  is  comparatively  simple  and  straightfor- 
ward. Since  it  is  so  much  like  the  federal  Medicare  system,  it 
needs  little  explanation.  Since  it  is  modeled  on  Medicare,  it 
was  also  easy  to  implement  quickly.  This  allowed  Utah  to  have  a 
PPS  program  up  and  running  before  everyone  else.  It  allowed  the 
state,  in  some  ways,  the  best  vantage  point  in  terms  of  PPS 
development;  if  DRG-based  systems  do  prove  to  be  the  wave  of  the 
future,  Utah  has  a  functioning  system  that  is  already  saving 
money  and  that  can  be  easily  adjusted  in  light  of  future  develop- 
ments. If  the  state  decides  that  other  options  are  more  suit- 
able, it  will  already  have  a  database  to  use  in  developing  future 
options . 

Thus,  Utah  has  adopted  for  its  Medicaid  program  essentially 
the  same  DRG-based  system  as  the  federal  government  uses  in 
Medicare.  This  includes  the  classification  system  for  diagnoses 
and  the  weights  based  on  resource  use  employed  in  the  formula,  as 
well  as  the  pass-throughs .      The  rates  of  payment  calculated  with 
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the  DRG  formula  are  reduced  20  percent  across  the  board  by  the 
state.  However,  the  state  does  not  use  this  figure  generated  by 
the  DRG  formula  as  the  amount  of  payment,  but  as  a  target  rate  in 
a  discharge  discount  system. 

Under  the  discharge  discount  system,  the  DRG  rate  as 
calculated  under  Medicare  becomes  a  target  rate.  Actual  payments 
are  then  calculated  within  a  "corridor"  around  this  target  rate. 
Providers  receive  payments  of  not  more  than  110  percent  but  no 
less  than  60  percent  of  their  costs.  This  is  illustrated  in 
Exhibit  2.5  for  a  theoretical  discharge  with  a  target  (DRG)  rate 
of  $1000.  If  the  cost  to  the  provider  is  less  than  the  target 
rate,  the  state  pays  cost  plus  10  percent,  but  no  more  than 
$1000.  For  costs  equal  to  or  above  the  target  rate,  the  state 
pays  no  more  than  $1000  unless  the  provider's  costs  exceed 
$1,666,  i.e.,  until  60  percent  of  provider  cost  exceeds  the 
target  rate.  From  that  point,  the  state  pays  60  percent  of  provider 
cost. 

Prior  authorization  and  concurrent  review  already  existed  in 
the  state,  and  there  are  no  further  utilization  controls  built 
into  the  system.  The  rates  are  set  by  the  state  Medicaid  agency, 
and  they  cover  only  Medicaid  services. 

Once  this  system  has  been  in  place  for  a  while,  the  state 
wants  to  develop  an  experience-based  state-specific  pricing 
structure,  based  on  information  collected  during  this  period. 
The  state  is  also  studying  the  possibility  of  moving  eventually 
to  a  selective  provider  contracting  program. 

WASHINGTON 
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EXHIBIT  2.5     DISCHARGE  DISCOUNT  SYSTEM 
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The  State  of  Washington  used  to  operate  as  a  rate-setting 
state,  with  rates  set  through  budget  review  by  the  Washington 
State  Hospital  Commission,  a  representative  body.  In  October, 
1984,  however,  the  Commission's  Task  Force  on  Alternative  Reim- 
bursement was  in  the  final  stages  of  developing  an  all  payer  DRG 
system,  to  be  presented  on  November  15,  1984. 

The  rate-setting  system,  which  was  mandatory  for  all  non- 
federal hospitals,     operated  through  a  review  of  the  cost  centers 

in  each  hospital's  annual  budget.  Budget  screens  were  developed 
based  on  data  for  all  the  hospitals  in  the  state.  Costs  which 
exceeded  these  screens  were  disallowed  by  the  state,  unless  the 
provider  was  able  to  justify  them.  The  budgets  were  also  com- 
pared to  those  of  similar  providers  in  peer  groups  based  on  size, 
teaching  level,  case-mix,  geographic  location,  and  other  vari- 
ables. 

A  hospital-specific  component  for  capital  was  also  added  to 

the    budget.      It    was  then  reviewed  a  final  time  to  assure  that 

rates  were  reasonably  related  to  costs.  ~.     ,  - 

The  final  set  of  rates 

developed    from    this  process  was  then  subject  to  public  hearing 
before  implementation. 

In  late  1984,  the  state  was  developing  a  prospective  payment 
system  based  primarily  on  Medicare.  This  would  be  an  all  payer 
system,  scheduled  for  presentation  on  November  15,  1984.  This 
new  system  would  be  very  similar  to  Medicare  DRG;  the  same 
classification  system  would  be  used,  as  well  as  the  federally- 
developed  weights  and  the  HCFA  case-mix  index.  The  average  cost 
per  discharge  would  be  separated  into  three  parts,  adjustable  by 
different    factors:      the  operating  cost  component,     capital  cost 
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component,  and  teaching  costs  component. 

The  operating  cost  component  would  be  derived  by  calculating 
the  costs  attributable  to  Medicaid  services  and  dividing  by  the 
number  of  Medicaid  discharges.  This  operating  cost  per  discharge 
would  then  be  a justed  for  the  hospital's  case-mix  index  and 
inflated  to  the  payment  period  with  the  HCFA  Market  Basket  Index 
plus  one  percent  per  year  allowance  for  changes  in  technology. 

Both  direct  teaching  costs  and  working  capital  (interest, 
depreciation,  and  leases)  were  scheduled  to  be  included  in  the 
Washington  system  as  adjusted  costs  per  discharge,  based  on  a 
standardized  cost  per  discharge. 

The  costs  of  teaching  and  capital  would  be  divided  by  the 
total  patient  days  of  the  hospital.  This  per  diem  capital  cost 
would  then  be  multiplied  by  the  number  of  Medicaid  patient  days 
at  that  facility,  and  divided  by  the  number  of  Medicaid  dis- 
charges. This  would  yield  the  capital  or  teaching  cost  per 
Medicaid  case.  With  some  adjustment  to  update  these  figures  to 
the  current  year,  these  factors  would  be  the  total  reimbursement 
in  these  areas.  There  would  be  no  pass-through  or  adjustment  for 
building  costs ,  and  the  indirect  costs  of  teaching  would  be 
included  in  the  DRG  methodology. 

Outliers  would  be  treated  in  a  similar  manner  as  in  the 
federal  program:  by  setting  aside  a  percentage  of  the  budget  to 
cover  the  projected  number  of  cases  that  can  be  expected  to  fall 
outside  the  parameters  established  for  that  DRG.  Also,  there 
would  be  no  adjustment  for  "disproportionate  numbers,"  since  it 
was    felt  that,     in  this  state,     as  well  as  in  Medicare,  circum- 
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stances  such  as  these  were  already  taken  into  consideration  in 
the  methodology,  and  no  special  adjustments  were  needed. 


DOCUMENTS  REVIEWED  FOR  DETAILED  DESCRIPTION  OF 
TEN  STATE  MEDICAID  PPS 


General  ( information  on  more  than  one  state  or  on  PPS  in 
general) 

Report    on    Hospital    Prospective    Payment    Systems    Mandated  by 
Section  2173  of  Public  Law  97-35  —  Health  Care  Finance 
Administration . 

Medicaid  Program  Evaluation  Cluster  II:  In-Patient  Hospital 
Reimbursement  —  Abt  Associates. 

A  Catalogue  of  State  Medicaid  Program  Changes  ■ —  National 
Governor 1 s  Association. 

State  Prospective  Payment  Systems:  New  Directions  in  Hospital 
Cost  Containment  —  Intergovernmental  Health  Policy 
Project. 

DRGs  and  the  Medicaid  Program  —  Intergovernmental  Health  Policy 
Project. 

State  Efforts  at  Health  Care  Cost  Containment  —  National 
Conference  of  State  Legislatures. 

Diagnosis-Related  Groups:  The  Effect  in  New  Jersey,  the 
Potential  for  the  Nation  —  Health  Care  Finance 
Administration . 


California 

Competition  in  the  Health-Care  Marketplace,  — New  England  Journal 
of  Medicine,  March  31,  1983 

Progress    Report    on  Hospital  Cost  Control  in    California    ~  New 
England  Journal  of  Medicine,  July  28,  1983 


Massachusetts 

Terms  of  Endowment:  Prospective  Hospital  Reimbursement  in 
Massachusetts  —  Health  Policy  Advisory  Center  Bulletin, 
Vol.  15,  No.  2. 

What  Price  Cost  Control?  Massachusetts'  New  Hospital  Payment 
Law  --  NEJM,  March  3,  1983. 
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Massachusetts    and    California:        Two    Kinds    of    Hospital  Cost 
Containment,  NEJM,  March  3,  1983. 


A    Background    Paper    on  Chapter    372:      The    Massachusetts  Cost 
Control  Law       Massachusetts  Hospital  Association. 

Questions      and      Answers    on    C.372         Massachusetts  Hospital 
Association. 


Michigan 

Medical  Assistance  Bulletins: 

#5360-84:  DRG  Prospective  Reimbursement  Program 

#5360-84-08:        Diagnosis  Relate  Groups  (DRG) 
#5360-84-09:        Out-patient    Fee    Increase    and  Indigent 

Care  Adjustor 
#5360-84-10:        In-patient  Substance  Abuse  Services 
#5360-84-11:        (Utilization  Control) 
#5310.1-84-12:     (Utilization  Control) 


Ohio 

Draft  State  PPS  Regulations 
Issue  Papers  on  PPS 


Pennsylvania 

Draft  State  PPS  Regulations 
Utah 

SPCP  Proposal  by  Pace  Associates 
Washington 

Proposed  State  Medicaid  Plan  (not  yet  approved  as  of  October 
1984) 
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CHAPTER  3 

THE  POTENTIAL  MEDICAID  CONSEQUENCES  OF 
HOSPITAL  RESPONSE  TO  MEDICARE  DRG 

Two  tracks  of  Medicare  DRG  impact  on  Medicaid  were  described 
in  Chapter  1.  The  first  follows  Medicare  DRG  as  a  stimulus  to 
change  in  Medicaid  in-patient  reimbursement,  the  subject  of 
Chapter  2.  The  subject  of  this  chapter  is  the  track  that  follows 
Medicare  DRG  as  a  stimulus  to  hospital  and  local  delivery  system 
change  that,  in  turn,  impacts  on  Medicaid  patients,  other 
providers,  and/or  program  expenditures. 

To    identify  potential  DRG  spillover  impacts  onto  Medicaid, 

and    to    begin  constructing  an  effective  evaluation    approach  to 

this  issue,  a  series  of  exploratory  interviews  was  initiated  with 

hospital    administrators  and  health-care  analysts.  Interviewees 

were    selected    to  represent  a  range  of    different  perspectives. 

They      included      local      hospital      financial  administrators, 

professional    association    staff,      and    policy    analysts    —  all 

familiar  with  Medicaid  and  working  in  the  areas  of  health  finance 

and    service  delivery.      Most  interviews  lasted  approximately  two 

hours  and  were  loosely  structured  around  the  following  topics: 

o  expected  hospital  responses  to  DRG; 

o  effects  of  those  responses  on  Medicaid  patients; 

o  effects    on  other  providers     (hospitals  and  physicians); 
and 

o  effects  on  costs  to  the  Medicaid  program. 
A  taped  transcript  of  a  session  on  spillover  effects,  from  a 
conference    conducted    by  HCFA  and  the  State  of  New    Jersey,  was 
also    reviewed.      The    issues    emphasized  in    that    session  were 
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integrated  into  the  major  findings  of  this  chapter. 

3 . 1    Medicare  DRG  Is  Expected  to  Affect  Medicaid,  and  Impacts  Are 
Likely  to  be  Mixed 

The  major  finding  that  emerged  from  these  exploratory 
discussions  was  that  the  Medicare  DRG  program  is  likely  to  have 
substantial  spillover  effects  onto  Medicaid  within  the  hospital 
setting  and  across  hospitals  operating  interdependently  in  health 
care  systems.  In  fact,  while  Medicare  DRG  began  only  in  October, 
1983,  and  was  to  be  phased  in  gradually  over  a  three-year  period, 
most  respondents  agreed  that  spillover  effects  on  Medicaid  were 
already  occurring  in  1984  and  that  these  effects  needed  to  be 
examined  soon  in  greater  detail. 

A  summary  of  potential  hospital  responses  to  DRG  and  their 
effects  is  presented  in  Exhibit  3.1.  Possible  hospital  responses 
have  been  grouped  into  five  general  strategic  areas,  each  of 
which,  in  turn,  includes  one  or  more  different  courses  of  action 
that  might  be  taken.  In. direct  response  to  DRG,  hospitals  are 
expected  to  devote  a  great  deal  of  attention  to  ( 1 )  reducing 
average  length  of  stay  - -  overall  and  in  problem  DRG  categories, 
and  (2)  improving  the  efficiency  with  which  services  are 
delivered.  These  two  strategies  are  likely  to  be  implemented 
hospital  wide,  thus  affecting  Medicaid  and  other  patients  as  well 
as  Medicare  patients  themselves.  Consequently,  net  savings  in 
service  delivery  and  negative  effects  on  patient  outcomes,  if 
any,  will  presumably  extend  to  the  Medicaid  program. 

Some  hospitals  may  attempt  to  shift  Medicare  costs  to  other 
payers,  including  Medicaid  (3),  or  "dump"  financially  undesirable 
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EXHIBIT   3.1:     SUMMARY  OF  POTENTIAL  MEDICAID  CONSEQUENCES OF  HOSPITAL  RESPONSE  TO  MEDICARE  DRG 


Potential  effects 


Hospital  Response  to  org 


On  Medicaid  Providers 


On  Medicaid  Patients 


On  Program 
Costs/ Adam  ist  rat  ion 


1. Hospitals  adopt  policies 

Negative : 

Positive: 

and  practices  to  reduce 

o  Premature  discharges  for 

o  Reduced  LOS  could  result  in 

length  of  stay  ( LOS  1  for 

transfers  to  out-patient 

savings  on  in-nospital 

all  patients,  at  least 

services  could  lead  to 

costs  (or  Medicaid 

in  certain  diagnostic 

increased  readmissions. 

patients . 

categor les : 

increased  probability  of 

Negative: 

o  Earlier/more  frequent 

development  of  chronic 

o  The  negative  effects  of 

discharge  to  home  care 

conditions,  etc. 

premature  discharges  on 

or  long-term  care,  or 

patients  could   lead  ulti- 

transfer  to  out* 

•  mately  to  increased  costs 

patient  services 

for  Medicaid. 

o  More  use  of  out-patient 

for  diagnostic  and  pre- 

surgical  testing 

o  Increased  pressure  and 

incentives  for  physi- 

cians to  reduce  LOS. 

2. Hospitals  adopt  new  ser- 
vice delivery  efficiency 
measures  for  all  patients 

including; 

o  Seduced  use  of  ancil- 
lary medical  services 

o  Reduction/elimination 
of  certain  non-medical 
services  and  amenities 

o  Increased  use  of  out- 
patient care  in  place 
of  in-patient  care 

o  Increased  monitoring 
and  peer  review  of  phy- 
sicians service 
at i 1 ization 

o  Development  of  more 
timely,  accurate  record 
keeping,  and  billing 
procedures 

o  Development  of  alter- 
native service  options, 
such  as  hospital -based 
long-term  care 

o  Collaboration  with 
other  providers  to 
share  expensive  services. 


Negative: 

o  If  service  reductions 
are  too  extensive,  qual- 
ity of  patient  care 
could  be  reduced. 

o  If  out-patient  is  inap- 
propriately used  to  re- 
place m-pat lent  care, 
quality  of  care  could 
suffer. 


Positive: 

o  New  efficiencies  could  lead 
to  reduced  costs  to  the 
Medicaid  program. 

o  To  the  extent  that  better 
record  and  billing  systems 
reap  savings  that  outweigh 
their  costs,  overall  costs 
for  serving  Medicaid 
patients  will  decrease. 
Negative: 

o  To  the  extent  that  hospi- 
tals promote  additional  use 
of  out-patient  services  to 
cover  in-patient  losses. 
Medicaid  coats  could 
increase . 


J. Hospitals  shift  costs  of 
Medicare  patients  onto 
non-Medicare  patients, 
including  Medicaid. 


Negative: 

o  To  the  exeent  that  Medicaid 
staff  fail  to  identify  and 
prevent  cost-shifting.  Med- 
icaid costs  could  increase, 
especially  in  retrospective 
cost-reimbursement  systems. 


«. Private  hospitals  "dump" 
financially  disadvanta- 
geous patients  (Medicare 
and  Medicaid)  into  public 
hospitals  through  trans- 
fers or  strict  admission 
pol icies . 


Negative: 

o  Public  hospitals  could 
suffer  additional 
losses  since  they  can- 
not turn  away  these 
patients.     Some  may  be 
forced  out  of  business 


Negative: 

o  Medicaid  and  Medicare 
patients  could  become 
more  concentrated  in 
public  hospitals,  where 
the  risk  of  lower  qual- 
by  those  hospitals'  fin- 
ancial constraints, 
o  Both  'dumping*  and  the 
closing  of  some  public 
hospitals  could  result 
in  reduced  access  or 
choice  for  Medicaid 
patients. 


Negatives 

o  Medicaid  programs  may  be 
forced  to  provide  addition- 
al  rate  adjustments  for 
puolic  hospitals,  thus  in- 
creasing overall  Medicaid 


5. Hospitals  alter  case  mix 

Co  include: 

o  More  paying  patients 
and  fewer  Medicare/Med- 
icaid  patients 

o  More  patients  in  pro- 
fitable ORG  classifi- 
cations 

«  More  cases  in  areas  in 
which  they  are  espe- 
tally  cost-efficient. 


Negative: 

o  Public  hospitals  could 
be  forced  to  care  (or 
more  Medicare/hedicaid 
patients  and  more  pat- 
ients in  financially 
disadvantageous  ORG 
class  if  ications . 
Their  financial  situa- 
tions could  deterior- 
ate as  a  result. 

o  Public  hospitals  could 
be  forced  to  take  more 
cases   in  the   less  ef- 
ficient service  areas. 


Negative 
o  Some 


service  areas  may 
be  undersuppl led .  leav- 
ing patients  to  cope 
with  less  access  than 
before. 


Positive/Negative : 

o  In  some  areas,  service 
efficiency  could  increase 
and  costs  could  decrease. 
In  others,  the  opposite 
might  occur. 
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Medicare,  Medicaid,  and  other  patients  into  the  care  of  public 
hospitals  (4).  These  two  strategies,  however  adaptive  for  the 
hospitals  that  use  them,  are  likely  to  have  negative  consequences 
for  Medicaid  patients,  public  hospitals  (a  major  source  of 
Medicaid  services)  and  program  costs.  Finally,  hospitals  may 
choose  to  manipulate  their  case  mixes  in  positive  ways  by 
promoting  admissions  and  services  in  areas  that  bring  a  higher 
return  on  costs  (5).  The  potential  effects  of  this  strategy  are 
not  encouraging  for  public  hospitals  and  Medicaid  patients,  but 
where  hospitals  can  cut  costs  through  efficient  specialization, 
some  savings  for  the  program  could  be  realized.  These  five 
strategies  and  potential  effects  are  explored  in  more  detail  in 
the  remaining  sections  of  this  chapter. 

It  should  be  noted  that  hospitals  are  expected  to  vary 
widely  in  degree  of  need  to  change  in  response  to  DRG  and  in  how 
they  respond  to  DRG.  Size  of  Medicare  caseload  is  an  obviously 
important  factor,  as  well  as  is  the  pre -DRG  general  degree  of 
efficiency  with  which  Medicare  and  other  patients  are  served.  As 
for  the  strategies  they  adopt  to  cope  with  Medicare  DRG,  some  may 
opt  for  concentration  on  LOS  reduction,  others  on  administrative 
or  service  delivery  efficiencies,  still  others  on  case  mix  ad- 
justments or  cost  shifting,  and  so  on.  It  is  likely  that  various 
combinations  of  these  strategies  will  be  adopted  and  will  be  more 
or  less  successful  (either  from  the  hospitals'  point  of  view  or 
that  of  the  Medicaid  program),  depending  on  several  factors.  As 
outlined  in  Exhibit  3.2,  some  of  the  more  important  of  these 
factors  are  the  following:  whether  the  hospital  is  privately  or 
publicly    owned  (the  former  having  more  flexibility  in  whom  they 


o 

OS 

a 
o 

H 
Z 

o 

< 

& 
< 

Q 
< 

< 
H 

a 

O 
S 

H 

(J 
w 

(x. 

< 

O 
H 

>- 

w 


V? 

OS 

o 

< 

'A 
H 

M 

£ 

N 

W 


co 
o 

O  73 


S  5  2  3 


SI  g  >  a 

<-w    >  .G 


<1> 


v  > 

C  v, 

45>    <3>  <l> 

00  CO 

c3  X  £ 


*   ^  3 

2  -S 

CO 


5 

o 
s 

p  J 


o 

a 

o 


,  Cu  co  • 

C  4)  CO 

sit  l 

C,  o  £j  o 


t/i  tiO  CU  co  £2 


U 

ica 

O 

Q 

2 

IS 

s| 

s  & 

<o  oo  J2 
»  S  ^ 
5S  «  - 

73  'A 
co  o  9 

>  v-  G 


CO 


C 

(0 

00 
C 

5 

C  co 
G  <fe 

«  £3 

R3 
U 
P 


CO  $ 

CO  £-> 

*  3  ? 


O 


CO  2 

CO  £ 

—  to  *f 
£»«»  G 

£  G  e 

>  a  g 

^  2 

5  g  £ 


u 

CO 

•5 

o 

G  4? 

00  CO 

S  C«3 


>. 

<& 

o 

cula 

00 

Q 

c 

o 

i 

<i> 

OS 

Q 

iore  pi 

in  tre 

a 

G 

s 

>» 

J— > 

OA 

CO 

c 

co 

> 

<i> 

(2, 

op 

o 

00 

a? 

.ess 

fic 

4> 

u. 

2 

• 

cO 

G 

CO 

i— i 

<j> 

59a 


serve,  the  latter  being  the  service  provider  of  last  resort);  the 
degree  of  reimbursement  stringency  and  careful  cost-monitoring 
exercised  by  Medicaid  and  other  third  party  payees  in  the  hospi- 
tal's area  (allowing  more  or  less  opportunity  for  cost  shifting; 
for  example);  the  degree  of  system-wide  opportunity  for  efficient 
specialization  or  collaboration  (small  systems  offering  less 
opportunity  than  large  ones ) ;  and  the  degree  to  which  local 
certificate  of  need  regulations  allow  development  of  alternatives 
to  prolonged  inpatient  hospital  care. 

As  can  be  seen  from  Exhibits  3 . 1  and  3.2,  the  large  urban 
public  and  teaching  hospitals  are  expected  to  be  most  affected  by 
DRG  and  to  show  the  most  strongly  marked  spillover  effects  onto 
Medicaid.  These  are  typically  the  institutions  that  serve  the 
largest  numbers  of  medical  assistance  patients  and  they  usually 
serve  large  numbers  from  both  programs  side  by  side.  These 
hospitals,  however,  generally  know  that  they  will  be  affected 
substantially,  and  since  they  tend  to  have  fairly  sophisticated 
staffs,  they  are  preparing  well  to  deal  with  DRG.  In  particular, 
they  are  most  likely  to  have  the  in-house  expertise,  as  well  as 
the  information  system  capabilities.  In  spite  of  their 
administrative  capabilities,  however,  the  large  inner-city  public 
hospitals  have  most  to  lose  from  such  practices  as  "patient 
dumping"  and  specialization  in  profitable  services  among  non- 
public hospitals.  Public  hospitals  neither  deny  certain  kinds  of 
services  nor  service  in  general  to  Medicare  or  Medicaid  patients. 

Just  as  the  responses  of  hospitals  to  Medicare  DRG  are 
expected  to  be  complex,  the  consequences  for  Medicaid  may  be  very 
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mixed.  Both  positive  and  negative  effects  on  Medicaid  patients, 
providers  and  state/ federal  payers  are  likely,  and  it  is  not 
clear  how  the  program  will  fare  overall.  Further  complicating 
the  relationship  is  the  growing  movement  among  State  Medicaid 
programs  to  implement  various  prospective  payment  systems  of 
their  own,  which  create  additional  or  overlapping  incentives  for 
hospital  behavior  change.  For  ease  of  discussion  in  this 
chapter,  several  likely  effects  of  Medicare  DRG  are  separately 
outlined,  but  it  should  be  remembered  that  each  is  part  of  a 
complex  reaction  in  a  service  and  payment  system  that  defies 
simple    description    or  prediction. 

3 . 2  Medicaid  Costs  Are  Expected  to  Decrease  from  Reduced  Length 
of  Stay  and  Increased  Efficiency,  but  at  the  Possible  Risk 
of  Negative  Patient  Outcomes 

Under  DRG,     providers  are  paid  a  predetermined  fee  for  each 

patient       discharged,        depending      on      the      patient's  DRG 

classification.      Each    DRG    is    based    on    diagnosis,  treatment 

procedures,    age,     sex,    and  discharge  status;     and  payments  are 

based    on    the  allowable  operating  cost  per  discharge    and  other 

factors.      In  response  to  this  fixed  payment,  it  is  expected  that 

providers  will  develop  patient  treatment  protocols  and  procedures 

which    will    limit  both  length  of  stay  (LOS)  and  service  related 

expenditures.      For  example,     hospitals  are  expected  to  increase 

their    use    of  outpatient  care,     institute  monitoring  of  LOS  and 

service  levels,    develop  rigorous  department  level  procedures  for 

limiting  ancillary  services,  and  so  on. 

It    is  anticipated  that  for  various  reasons,     hospitals  and 

other    providers    will    not    limit    their    efforts    to  Medicare 
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patients,  but  will  extend  their  protocols  and  procedures  to  cover 
all  patients,  including  those  receiving  care  through  the  Medicaid 
program.  These  reasons  include  uniformity  of  administration  and 
record-keeping,  extension  of  cost-savings  to  other  payers, 
avoidance  of  discrimination,  etc.  This,  in  turn,  may  drive  down 
costs  associated  with  serving  Medicaid  patients  —  representing  a 
major  positive  effect  of  DRG  on  Medicaid.  The  efficiencies 
achieved  in  LOS  and  service  delivery  could  have  deleterious 
effects  on  patient  outcomes,  however.  Less  in-hospital  service 
could  mean  lower  quality  care.  These  hospital  responses  and 
their  potential  impacts  on  Medicaid  are  summarized  in  Exhibit  3 . 3 
and  in  the  remainder  of  this  section. 

LOS .  Various  forces  have  caused  hospitals  to  decrease  LOS 
over  the  last  few  years,  but  the  DRG  system  will  exert  increased 
pressure,  since  the  hospitals  will  not  be  paid  for  the  extra 
days.  For  example,  one  hospital  administrator  indicated  that  his 
institution  has  been  able  to  decrease  average  LOS  from  over 
eleven  days  to  less  than  nine.  This  is  a  process  that  started 
before  the  advent  of  DRG,  but  which  was  certainly  spurred  on  by 
the  new  form  of  payment.  This  decrease  in  LOS  has  affected  all 
types  of  patients  —  including  Medicaid  patients.  Increased 
pressure  has  been  applied  to  attending  physicians  to  reduce  LOS. 
One  problem  at  this  hospital,  however,  has  been  an  inadequate 
supply  of  long-term  care  alternatives  which  necessitates  extend- 
ing expensive  acute  care  treatment  for  many  who  do  not  require 
such  a  high  degree  of  care.  Recently,  the  hospital  has  been 
promoting    the    increased  availability  of  long-term    beds,  while 
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other  hospitals  in  the  same  market  are  starting  or  expanding  in- 
home  care  programs. 

This  interviewee  noted  that  his  institution  is  not  offering 
financial  incentives  to  staff  physicians  to  decrease  LOS.  He 
felt  that  extension  of  admission  privileges  to  attending 
physicians  is  a  more  powerful  tool  for  gaining  their  cooperation 
in  decreasing  LOS.  He  also  indicated  that  peer  pressure  will 
certainly  be  put  on  the  "loss  leaders,"  and  as  the  physicians 
become  more  aware  of  the  financial  realities  that  drive  the 
hospital,  they  will  become  more  sensitive  to  the  issue  of 
uncompensated  care.  This  interviewee  noted  that,  in  the  future, 
if  physician  reimbursement  is  included  in  the  DRG  rate,  a 
financial  incentive  to  the  physician  to  reduce  LOS  would  be  a 
possibility. 

A  second  hospital  administrator  also  indicated  that  a 
primary  effect  of  DRG  on  hospitals  will  be  a  reduced  average 
length  of  stay.  He  anticipated  that  protocols  and  procedures 
adopted  by  hospitals  to  reduce  length  of  stay  for  Medicare 
patients  would  "spillover"  to  treatment  of  Medicaid  patients. 
This  interviewee  noted  that  LOS  was  a  major  problem  for  his 
hospital  under  the  prospective  payment  system.  Currently,  his 
hospital ' s  average  LOS  for  Medicare  patients  ( across  all  types  of 
treatment)  is  ten  days  above  the  overall  average  calculated  under 
the  DRG  program  —  17.5  days  versus  7.5  days.  This  translates 
into  a  major  revenue  problem  for  the  hospital,  which  has  a  high 
proportion  of  Medicare  and  Medicaid  patients.  He  noted  that 
recently  his  hospital  had  begun  to  institute  policies  to  reduce 
LOS         policies  which  had  already  resulted  in  a  drop  of    half  a 
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day  on  the  average  stay  over  the  last  seven  months.  He  conceded, 
however,  that  this  was  only  a  beginning  and  that  much  more  had  to 
be  done. 

The  problem  of  decreasing  LOS  can  be  further  disaggregated 
into  effects  on  diagnoses  that  fall  within  the  DRG  classification 
system  and  effects  on  diagnoses  that  do  not  fall  under  DRG,  or 
that  are  much  less  frequent  under  Medicare  than  under  Medicaid. 
These  include  such  cases  as  maternal/child  health,  pediatric 
diagnoses,  and  well-child  care.  For  diagnoses  liable  to  be 
treated  under  either  program,  Medicaid  is  lucely  to  benefit  from 
LOS  reductions  due  to  the  pressure  of  Medicare.  However,  in  areas 
not  extensively  covered  by  DRG:  1)  Will  LOS  decrease?  and  2)  If 
so,  is  this  decrease  due  to  the  effects  of  DRG  or  to  other 
factors? 

Administrative  Efficiency.  Hospitals  are  not  only  expected 
to  reduce  LOS,  but  also  to  institute  other  administrative  and 
service  delivery  efficiencies.  For  example,  under  the  DRG  system, 
more  detailed  and  timely  records  of  diagnoses  and  treatments  will 
have  to  be  maintained  by  attending  physicians  and  hospitals. 
Interviewees  indicated  that  any  changes  in  documentation 
procedures  and  forms,  as  well  as  automation  of  data  files,  would 
"spillover"  to  Medicaid  patients,  as  well  as  patients  covered  by 
other  payers .  It  would  be  neither  feasible  nor  efficient  to 
maintain  different  reporting  systems  and  documentation  for 
different  types  of  patients.  Such  improvements  in  record-keeping 
and  data  processing  would  provide  the  tools  to  facilitate  both 
hospitals'       identification    of    areas    where    other  efficiency 
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measures  are  needed  and  likely  to  pay  off,  and  routine  monitoring 
of  progress  in  such  efforts. 

One  administrator  expected  that  it  would  be  necessary  to 
"educate"  physicians  to  complete  timely,  detailed  record-keeping 
on  each  patient.  Under  the  DRG  system,  physicians  are  required 
to  document  and  sign  principal  and  secondary  diagnoses  within  72 
hours  of  the  patient's  discharge,  which  represents  a  radical 
change  for  many  physicians.  He  also  noted  that  his  hospital  has 
added  three  additional  staff  members  to  deal  exclusively  with 
medical  records.  These  medical  records  technicians  will  support 
physicians  in  documenting  diagnoses,  and  in  making  sure  that  all 
necessary  information  is  available  for  submission  to  the 
intermediary. 

A  second  administrator  said  that  his  hospital  was  improving 
its  record-keeping  to  make  sure  that  proper  coding  and  billing  is 
occurring.  This  hospital  already  has  a  mainframe  computer,  but 
it  has  recently  also  purchased  several  IBM  PCs  specifically  to 
run  the  DRG  Grouper  program.  Hospital  staff  will  be  duplicating 
Medicare  processes  carefully  in  order  to  predict  reimbursement 
for  each  discharge.  They  will  then  carefully  compare  actual 
reimbursement  with  expected,  and  check  for  errors,  both  on  their 
part  and  on  the  part  of  the  intermediary.  In  addition,  this 
hospital  has  also  put  increased  pressure  on  attending  physicians 
to  record  diagnoses  and  treatments  accurately,  and  also  to  "sign 
off"  in  a  timely  manner  on  discharges,  as  mandated  by  Medicare 
DRG.  Reportedly,  these  changes  have  been  implemented  across  the 
board,  regardless  of  payer. 
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These  improvements  in  record-keeping  and  invoicing  are 
likely  to  have  a  positive  impact  on  overall  administrative  costs 
for  hospitals,  providing  they  do  not  cost  more  to  implement  than 
they  are  worth.  To  the  extent  that  hospitals  save  money  through 
better  information  systems,  costs  for  Medicaid  are  likely  to  be 
reduced  as  well. 

Efficiency  Through  Reduced  Use  of  Ancillary  and  Unnecessary 
Services  and  Increased  Use  of  Outpatient  Services .  Under  DRG, 
hospitals  are  expected  to  shift  as  much  care  as  possible  to  the 
outpatient  department.  There,  costs  of  services  are  lower,  reim- 
bursement is  still  retrospective,  and  maintenance  of  costly  acute 
care  infrastructure  can  be  reduced.  Hospitals  are  expected  to 
institute  this  change  for  all  types  of  patients  —  including 
Medicaid  patients.  But  such  a  change  may  or  may  not  produce 
savings  for  the  Medicaid  program.  As  long  as  providers  do  not 
increase  cost  or  volume  of  outpatient  care  to  make  up  for  losses 
in  in-patient  care,  then  this  trend  may  well  produce  savings  for 
Medicaid.  It  is  expected,  however,  that  shifts  to  out-patient 
care  will  occur.  For  example,  one  hospital  administrator  out- 
lined an  aggressive  program  to  increase  volume  of  out-patient 
care,  including  contracting  to  provide  routine  examinations  re- 
quired by  law  for  city  employees.  This  same  hospital  is  also 
trying  to  increase  use  of  the  out-patient  department  by  shifting 
patients  recuperating  from  surgery  to  out-patient  care  rather 
than  having  them  remain  with  in-patient  departments.  In  addi- 
tion, since  outpatient  services,  like  emergency  rooms,  are  tradi- 
tionally a  major  source  of  admissions,  this  hospital  is  trying  to 
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develop  an  in/out  surgery  capability.  In  terms  of  spillover 
effects  onto  Medicaid,  the  interviewee  emphasized  that  all  pa- 
tients would  be  equally  exposed  to  these  new  service    approaches . 

Also,  shifting  the  less  critically  ill  to  outpatient  care 
will  actually  raise  average  LOS  and  resource  use,  since  those  who 
will  still  require  acute  inpatient  care  will  be  the  more 
critically  ill.  In  areas  where  Medicaid  reimbursement  is  based  on 
average  LOS  for  large  groups  of  hospitals,  the  hospital  pursuing 
this  strategy  could  ultimately  suffer  higher  losses  per  patient. 

Finally,  quality  of  care  overall  may  suffer,  since  there  may 
be  a  tendency  to  place  patients  in  outpatient  care  who  really 
could  be  better  served  through  in-patient  care,  or  to  shift 
patients  to  an  out-patient  department  before  they  are  actually 
ready.  This  could  easily  happen,  for  example,  in  the  hospital 
cited  above  that  is  trying  to  shift  recuperating  surgery  patients 
to  out-patient  areas.  Increases  in  readmissions,  admissions  to 
SNFs,  and  increased  morbidity,  could  cancel  out  any  savings  based 
on  shifts  to  outpatient  care ;  in  the  extreme ,  they  could  even 
raise  the  costs  to  the  Medicaid  program. 

Hospitals  are  also  likely  to  decrease  the  use  of  expensive 
ancillary  services  to  patients  under  Medicare  DRG.  It  is  unclear 
whether  this  will  mean  that  hospitals  will  try  to  compensate  for 
losses  in  ancillary  revenues  by  increasing  these  services  to 
other  types  of  patients  or  will  institute  across  the  board 
changes  in  use  of  ancillary  services  for  all  types  of  patients. 
Other  services,  such  as  psychiatric  and  rehabilitative  services, 
that  are  exempted  from  DRG,  may  see  an  increase  in  their 
populations,      as      physicians    transfer    patients      from  other 
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departments  to  these  areas  where  the  reimbursement  is  still  cost 
based.  For  example,  seriously-ill  or  dying  patients  may  be  moved 
to  psychiatric  wards  once  LOS  is  exceeded,  on  the  basis  that  they 
are  suffering  from  illness-related  depression. 

Finally,  there  already  is  evidence  that  some  hospitals  are 
picking  and  choosing  who  will  actually  be  admitted.  This  may  be 
an  effort  to  avoid  incurring  the  cost  of  treating  patients 
perceived  as  "loss  leaders."  For  example,  many  providers  are 
trying  to  screen  out  the  "worried  well"  or  those  better  off  in 
long-term  care  or  out-patient  care.  If  present,  this  positive 
form  of  screening  is  almost  certain  to  extend  beyond  Medicare 
patients  to  Medicaid  and  other  payers.  "Negative"  screening,  in 
forms  such  as  patient  dumping,  is  also  being  documented.  This 
form  of  screening  is  discussed  later  in  this  chapter. 

Efficiency  Through  Inter-Hospital  Collaboration  and 
Development  of  Alternative  Delivery  Approaches ♦  In  response  to 
DRG  and  other  cost  containment  pressures,  some  hospitals  are 
expected  to  band  together  in  various  kinds  of  collaborative 
resource  sharing  arrangements  so  that  certain  expensive  services 
that  can  be  shared  are  not  duplicated  across  hospitals .  Others 
may  opt  to  make  collaborative  arrangements  with  providers  of 
services  that  serve  as  alternatives  to  acute  care  when  the  latter 
is  no  longer  necessary.  For  example,  some  patients  would  be  more 
economically  served  if  transferred  to  long-term  care 
institutions,  hospices,  or  home  health  services.  Some  hospitals 
are  even  developing  their  own  alternative  care  service  units  to 
get    around    the  external  constraints  on    access    to  alternative 
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care. 


Efficiency  through  Closer  Monitoring  and  Peer  Review  of 
Physicians .  Associations  and  institutions  report  that  the  burden 
of  changing  practices  is  being  placed  squarely  on  the  Medical 
Directors  and  department  level  staff.  Several  interviewees 
indicated  that  internal  committees  would  be  formed  to  review  the 
patient  records  of  each  physician.  This  would  be  done  for  all 
patients,  including  Medicaid  patients.  For  example,  one 
institution  had  already  developed  a  series  of  reports  on  service 
utilization  by  physicians  and  by  DRG.  Patients  were  monitored 
from  the  point  of  admission  through  discharge  for  use  of 
services,  as  well  as  for  LOS.  Peer  review  was  not  highly 
effective  in  the  past,  because  it  was  not  linked  to  the  financial 
component;  DRG  should  change  that  substantially. 

Effects  on  Medicaid  Patients .  Most  of  the  changes  in 
hospital  and  physician  behavior  discussed  above  are  expected  to 
contribute  to  decreased  costs  for  the  Medicaid  program.  It  is 
not  very  clear,  however,  what  the  impact  of  these  changes  will  be 
on  the  quality  of  care  for  Medicaid  patients.  The  discussion 
about  out-patient  care  began  to  outline  some  of  these  very 
difficult  problems.  Possible  negative  consequences  for  patients 
include  increased  readmissions  due  to  premature  discharge  for  the 
sake  of  reduced  LOS,  increases  in  incorrect  or  delayed  diagnosis 
due  to  less  liberal  use  of  diagnostic  tests  and  procedures, 
increases  in  complications  due  to  decreases  in  the  overall  atten- 
tion given  by  medical  personnel  per  case,  and  so  on.  While  there 
appears    to  be  no  evidence  to  date  that  patient  care  is  suffering 


at  the  expense  of  the  DRG-inspired  efficiency  measures  described 
in  this  section,  it  is  possible  that,  at  some  point  in  the  fu- 
ture, some  hospitals  (perhaps  those  with  particularly  weak  pro- 
fessional review  and  strong  pressures  to  economize)  will  begin  to 
sacrifice  quality  for  the  sake  of  economy. 

3 . 3    Medicaid  May  Suffer  Cost  Increases  and  Other  Adverse  Impacts 
Due  to  Cost  Shifting  and  "Patient  Dumping" 

Respondents  generally  agreed  that  DRG  payment  will  not 
adequately  cover  in-patient  care  costs  for  many  institutions. 
Two  implications  can  be  drawn  from  this.  First,  "self -pay" 
patients  may  be  pursued  more  aggressively  for  payment,  and 
hospitals  will  be  looking  for  new  ways  to  deal  with  bad  debts. 
Second,  it  means  that  level  of  services  and  charges  to  non- 
Medicare  patients  may  increase.  This  phenomenon,  referred  to  by 
many  as  "cost  shifting,"  and  its  potential  impact  on  Medicaid  are 
outlined  in  Exhibit  3.4. 

In  response  to  hospital  attempts  to  shift  costs,  it  is 
expected  that  Medicaid  and  other  payers  will  carefully  monitor 
patterns  of  reimbursement  to  ensure  that  such  manipulation  does 
not  occur.  One  hospital  administrator  noted  that  since  the 
implementation  of  the  DRG  program,  Medicaid  has  become  extremely 
aggressive  about  checking  eligibility,  auditing  bills  and  cost 
reports,  etc.  For  example,  cost  reports  were  very  closely 
examined  to  determine  whether  hospitals  had  overcharged. 

Some  state  Medicaid  programs  may  follow  the  lead  of  the 
Medicare  program  with  respect  to  inflationary  increases  for 
hospitals.     For  example,  one  interviewee  noted  that,  in  the  past, 
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hospitals  in  this  area  have  asked  for,  and  received,  an  annual 
rate  increase  of  approximately  10  percent  for  inflation  under 
Medicaid.  This  year,  however  —  while  hospitals  have  asked  for  a 
10  percent  increase  —  it  appears  that  the  state  program  will 
limit  the  increase  to  the  rate  increase  used  by  the  Medicare 
program  (i.e.,  6.9  percent  minus  1  percent). 

Instead  of  (or  in  addition  to)  shifting  costs,  some  private 
hospitals  may  attempt  to  avoid  serving  Medicare  patients  who  are 
more  likely  to  become  Medicare  loss-producers  or  outliers  or 
eventual  Medicaid  clients.  As  outlined  in  Exhibit  3.5,  private 
hospitals  may,  through  pre-admission  screening  and  transfer 
policies,  "dump"  economically  risky  patients  into  the  public 
hospitals  where  they  cannot  be  refused  service.  Such  dumping 
could  have  very  adverse  effects  on  public  hospitals'  ability  to 
survive,  and  on  Medicaid  patients'  access  to  care  and  quality  of 
care  received.  For  example,  one  interviewee  indicated  that  since 
the  implementation  of  the  DRG  program,  his  hospital  had  seen  a 
substantial  increase  in  the  number  of  transfers  from  other  area 
hospitals.  In  particular,  it  was  noted  that  many  patients  who 
could  not  pay  for  services  at  other  hospitals  were  being  sent  to 
this  public  hospital.  If  transfers  increase,  public  hospitals, 
which  cannot  turn  anyone  away,  will  end  up  carrying  the  other 
hospitals  in  the  area,  without  increased  compensation  for 
performing  that  service.  Some  may  go  bankrupt  in  the  process, 
thus  producing  an  even  greater  service  gap  for  Medicaid  patients 
in  the  future. 

The    more    such  transfering  and  skimming    occurs,     the  more 
likely    the    medical  care  system  will  become    a    two-tiered  one: 
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private-based  care  for  those  who  can  pay,  and  over -burdened 
public  care  for  those  who  cannot. 

3 . 4    Adoption  of  Other  Case  Mix  Strategies  by  Hospitals  May  Lead 
to  Mixed  Results  for  Medicaid 

Transfering  and  screening  out  certain  potentially  expensive 
Medicare  clients  (discussed  above)  is  one  strategy  hospitals 
might  take  to  make  their  Medicare  case  mix  more  economically 
viable.  The  negative  consequences  to  Medicaid  of  that  strategy 
are  quite  apparent.  Some  hospitals  are  likely  to  try  other  case 
mix  approaches  in  response  to  DRG  that  may  have  mixed  impacts  on 
the  Medicaid  program.  These  additional  strategies  are  outlined 
in  Exhibit  3.6. 

Among  the  more  likely  strategies  hospitals  may  adopt  are  the 
following: 

(1)  Increasing  admissions  and  case  loads  —  especially 
increasing  the  numbers  of  paying  patients  and  increasing  the 
caseloads  of  doctors  who  practice  in  a  manner  that  maximizes 
reimbursement  to  the  institution.  For  example,  one  of  the  major 
strategies  one  hospital  plans  to  use  to  cope  with  financial 
impacts  of  prospective  payment  is  to  increase  admissions.  Until 
recently,  only  doctors  directly  employed  by  this  particular 
institution  had  admitting  privileges.  In  an  effort  to  enlarge 
and  diversify  the  patient  population  ( in  response  to  the  DRG 
program) ,  this  policy  has  recently  been  relaxed:  independent 
practitioners  are  now  being  encouraged  to  admit  their  patients  to 
the  hospital.  An  additional  incentive  which  the  hospital  hopes 
will    increase    admissions    is  lower  rates    than    at    other  area 
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hospitals.  Whether  this  will  increase  the  Medicaid  caseload  in 
relation  to  other,  types  of  patients  is  not  yet  clear.  If 
hospitals  are  particularly  successful  in  increasing  their  numbers 
of  non-Medicaid  patients,  it  could  result  in  reduced  availability 
of  hospital  care  to  Medicaid  patients,  who  would  have  to  be 
accommodated  elsewhere. 

(2)  Increasing  specialization  of  services  It  is  generally 
agreed  that  some  hospital  services  are  more  profitable  than 
others  — -  for  example,  some  basic  services  (obstetrics,  for 
example)  may  be  money  losers,  or  "loss  leaders",  as  several  of 
our  interviewees  termed  them.  Depending  on  the  ownership  and 
basic  mission  policy  of  each  institution,  the  administration  will 
be  more  or  less  aggressively  trying  to  increase  income  and 
minimize  losses  through  development  or  limitation  of  selected 
services.  The  voluntary  and  proprietary  hospitals  will  be  freer 
to  do  this  than  the  public  hospitals,  which  can  turn  no  one  away 
and  are  forced  to  "carry"  other  facilities  in  their  areas. 

Specialization  could  be  beneficial,  in  that  it  would 
decrease  unnecessary  duplication  of  services  and  may  lead  to  more 
efficient  service  delivery.  However,  it  could  also  be 
undesirable,  in  that  it  could  result  in  necessary  services  being 
unavailable  or  inaccessible,  and  it  could  be  discriminatory  as 
well .  Certain  population  groups ,  such  as  women  and  blacks ,  have 
service  needs  that  are  different  —  and  use  some  services  more 
than  other  population  groups.  Eliminating  these  services  can  be 
discriminatory  —  i.e.,  if  closing  a  service  affects  mostly  a 
black  population  and  prevents  them  from  getting  needed  health 
care,     they  may  be  able  to  bring  a  class  action  suit  on  the  basis 
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of  racial  discrimination. 

Physician  practices  will  be  examined  in  the  same  light,  and 
pressure  will  be  brought  on  the  "loss  leaders"  to  change  the 
medical  practices  perceived  to  be  causing  the  losses.  Again,  the 
results  may  or  may  not  be  desirable  or  discriminatory. 
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